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COMMENT AND OPINION 


“Neither snow nor rain nor heat nor strikes nor gloom of night 
stays these couriers from the swift completion of their appointed 
rounds” (with apologies) 


on 48th annual meeting at Charlotte- 
town was one that will be remem- 
bered for a long time by all who were 
present. The beauty and the hospitality 
of “The Island” would, in any event, 
have warranted such an opening sen- 
tence, but this year the Islanders were 
not such a power unto themselves as 
they are usually — they allowed their 
pleasurable existence to be overborne by 
outside influences — not only from the 
mainland, that place of fierce competi- 
tion, tourists and financiers, but also 
from the ocean which has usually been 
a friendly one and allowed ready access 
to and departure from the Island to 
those with its interests at heart. As a 
matter of fact, a few of us were piped 
on to the Pictou Ferry in Nova Scotia 
to the strains of “Will ye no’ come back 
again?”. The weather was calm and the 
sun was shining, but these Nova Scotians 
knew what they were about. We were 
no sooner on the Island when the heav- 
ens opened and the rains descended. 
The winds blew and we were hurricane- 
bound for a day and a half. Several 
hardy souls ventured from the comfort- 
able and well-equipped and well-staffed 
hotel during the blow but returned 
drenched to their skins to the rude com- 
ments of those who remained under 
shelter. 
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Succeeding days were different, how- 
ever. The sun shone and everything 
about took on a wondrous hue, but the 
well-equipped and well-staffed hotel was 
neither equipped nor staffed. Strike 
pickets took up their places outside and 
told us what we have always hoped for 
“We want a 40 hour week”. For the 
balance of our stay, we made beds, 
washed out bathtubs and from time to 
time descended to the depths to obtain 
ice. For $1.00 a day, the allowance 
made to us by the hotel, we not only 
took care of our own living quarters but 
moved chairs, emptied ashtrays and 
dusted up the meeting rooms. We must 
say that the rate of pay did seem to us 
to be somewhat low; we presume, how- 
ever, that there might be some answer 
on the score of efficiency or on sending 
boys to do a man’s errand. Therefore, 
we have made no formal complaint, but 
take this opportunity to let the hotel’s 
management know that this should not be 
taken as a precedent. Our per diem rates 
of pay should not be confused with those 
for freight cars. 

But there are advantages in living in 
what might be described as a large tour- 
ist cabin. Most of those of us from 
Quebec City and west of it were housed 
in the hotel where few other guests re- 
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mained. Doors were left open and the 
greatest camaraderie developed. 


However, our kindly hosts of the 
Prince Edward Island Institute did not 
allow us to become bored by our own 
company. Prompt and efficient arrange- 
ments were made to move from the hotel 
those social functions which were to have 
been held there, and those other occa- 
sions, which had been arranged originally 
at beaches and other places, were carried 
through as scheduled. 


The greatest credit is due to the host 
committees for their adeptness in carry- 
ing on under adverse circumstances. De- 
tailed plans which had been laid for 
months were completely upset and new 
ones made and executed at the last 
moment. The teamwork was excellent 
and it seemed as if Mr. Manning and 
his associates had not a care in the 
world. 


Details of the Executive Committee, 
Council, and technical sessions, and of 
the programme of social events will be 
found in succeeding issues of this 
journal and in the annual publication 
of the White Book. These notes are 
to be taken as a tribute to our hosts. 
We shall long recall their munificent 
hospitality — and those lobsters! 


Accountants Really Are Human 


S the accountant human or machine? 

We concede that up to this point 
the controversy would appear to have 
gone by default to those on the side 
of the machine, and no doubt any con- 
trary opinion expressed by us on the 
matter will be discounted as coming 
from an interested party. Perhaps, 


however, we can document our opinion 
and confound our opponents. 

One thing that has always impressed 
us at gatherings of accountants, such 
as the late annual meeting at Charlotte- 


town, is that those who attend are in- 
variably representative in character, ap- 
pearance, manner, and opinion of the 
particular part of Canada from which 
they come. Thus we know some staid 
and conservative Toronto accountants 
(graduates even of Upper Canada Col- 
lege!) who, transported by the exigen- 
cies of the profession to the West Coast, 
have acquired a care-free spirit and ebul- 
lience of manner (sometimes of dress) 
which is rare in the environs of 
Queen’s Park. 


Our Quebec accountants, no doubt 
because of the French influence, dis- 
play a certain elegance in appearance 
and manner. The Saskatchewan repre- 
sentatives have that kindliness and 
camaraderie which seems to be insep- 
arable from those who dwell in the 
heart of the great plains. Manitoban 
accountants are, as all Manitobans al- 
ways are, gracious and good-humoured, 
men who, it is easy to see are not at all 
impressed by adversity. There was one 
Calgary accountant present who we 
were quite sure would at any time 
make a sudden appearance in a ten 
gallon hat with a six gun at his 
side. Accountants from Newfoundland 
and the Maritimes, where one is al- 
ways close to the forest and the sea 
and not so subject to the baneful in- 
fluence of the great modern metropolis, 
seemed to us to display an easy attitude 
and a deeper appreciation of simplicity. 

In their approach to the business of 
the meeting it seemed to us, too, that 
the representatives of each Institute 
took a line characteristic of their par- 
ticular Province. Provincial delegates 
from Ontario to the Pacific, it seemed 
to us, viewed the problems of the pro- 
fession purely pragmatically. The Que- 
bec delegates, we thought, were more 
influenced by logic and reason, and the 
Maritime Institutes were somewhere 
between the two. 
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What impressed us most forcibly of 
all was the overwhelming desire by 
representatives of ten independent In- 
stitutes to sink whatever differences of 
opinion might arise, and to find a basis 
for co-operation. That strikes us as 
a Canadian characteristic very definite- 
ly, but, more than that, an essentially 
human quality. 

Do we make our point? 


Survey of Profession 


URNING to the more serious side 

and looking at the decisions and 
plans for future action arrived at, there 
is no doubt that it was a most success- 
ful meeting. There will as a result be 
developments in our educational pro- 
gramme, the D.A.C.A. office will be 


expanded and its usefulness increased, 


greater attention will be given to pub- 
lic relations, and last, but by no means 
least, a survey will be conducted to 
determine whether chartered account- 
ants are fully serving the public in- 
terest, and if not, what can be done 
to ensure that we do so. 

This last decision is the direct con- 
sequence of a development which has 
been growing since the termination of 
hostilities, namely the continuous in- 
crease in the demand for skilled account- 
ing services. Behind this, of course, is 
the rapid rise in taxation rates in recent 
years together with the complex evolu- 
tions of the tax law, the increasing aware- 
ness by the business community of the 
accountant’s role, and the steady en- 
croachment of government into so many 
fields, creating its own demand for ac- 


countants and imposing that need upon 
others. 

Our own Association has in conse- 
quence, and in spite of high admission 
standards, grown by leaps and bounds. 
There are today in this Dominion up- 
wards of 4000 chartered accountants 
and almost that many students-in-ac- 
counts. A decade ago chartered ac- 
countants numbered 2300 and students 
were proportionately even fewer. 


More significant, perhaps, than the 
growth in our own membership has 
been the apparently even greater 
growth in the number of others, some 
well qualified, others not, who hold 
themselves out to the public as account- 
ants, auditors, tax consultants and the 
like. Clearly, the requirements of the 
public for skilled accountants must be 
met, whether by our members or by 
others, and certainly we lay no claim 
to a privileged position. However, as 
qualified accountants whose profession- 
al lives are devoted to skilled, informed 
and honest financial reporting, we are 
concerned, and very properly so, that 
those, whether ourselves or others, who 
offer accounting services to the public 
are competent to do so. If they are, 
we welcome them to the profession; 
if not we conceive it our duty to bring 
that fact to the attention of those upon 
whom it lies to safeguard the public 
interest. 

It is with such considerations as 
these in mind that the Dominion As- 
sociation has decided to undertake a 
survey of the need for accounting ser- 
vices in Canada, which it is hoped will 
be expedited. 





The Opportunities 
Of a Chartered Accountant 





By Walter W. B. Dick, C.A. 


The chartered accountant: what he is, 
what he does, and what he should do 





HAT DO others think of account- 
ants? As students and advocates 
of accounting we are vitally interested. 


An American columnist, Westbrook 
Pegler, is reported in The Journal of Ac- 
countancy as having a woman character 
tell her husband in derision that his 
mother must have been frightened by a 
CPA. Fortunately for every one, Elbert 
Hubbard had the accountant sized up, 
for he ends his much quoted description 
with the following: “happily they never 
reproduce and finally all of them go to 
Hell”. 


On the other hand, there are those 
people who do have a real regard for the 
chartered accountant. I think fondly, 
first of all, of those individuals who have 
the foresight in their organized affairs, 
to require that their financial transactions 
be audited by a chartered accountant. 
Again the chartered accountant’s ability 
in matters of management and finance 
is attested to by the many advertisements 
which have appeared recently in such 
papers as The Financial Post and read 
somewhat as follows, “Chartered account- 
ant wanted, excellent position with pro- 
gressive manufacturing company for a 


man with experience in cost accounting, 
material and production control, hand- 
ling of staff and organization ability’. 

Advertising consultants never miss an 
opportunity to drive home a fact, and 
we find in their clients’ advertising such 
statements as, “Methods of dishonesty 
are many times so involved that it takes 
a chartered accountant to find them out”. 

We all know how disturbing it is to 
be pointed at during a bridge party and 
have someone say, ‘‘He is a chartered ac- 
countant, give the score pad to him”. 
(However, when it comes to scoring in 
golf, I do appreciate the opportunity of 
working on my own card.) 

Seriously, these observations indicate 
very clearly how well those chartered 
accountants who have preceded us have 
engendered the confidence of the people 
in the services available to society through 
the chartered accountant. We owe much 
to the tradition of service established in 
England, where the chartered accountant 
is a person of tne highest repute who 
guards jealously his independence and in- 
tegrity of thought and action. Let us in 
Canada aim to maintain our affairs on 
equally as high a plane. 


An address to the Maritime Students’ Convention, Saint John, June 2, 1950 
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What Manner of Man is a C.A.? 

I am certain that chartered accountants 
cannot be typed by their outward appear- 
ance. The fruit of their labour is influ- 
enced, among other things, by education, 


intelligence, interest in work, integrity,. 


knowledge, perseverance and hard work. 
It is these personal under-the-hat traits 
that distinguish the chartered accountant. 
With these characteristics he attained the 
right to the diploma of accountancy, in- 
dicating that he satisfactorily passed the 
prescribed examinations, and was admit- 
ted as a member of his Institute. 


What Does a C.A. Accountant Do? 


Generally speaking the chartered ac- 
countant’s services may be offered in 
two fields: 

(1) as a public accountant; 

(2) as a skilled and qualified ac- 
countant not practising public ac- 
counting but engaged in activities 
to which such qualifications are 
basic. 

As a public accountant, the chartered 
accountant holds himself out as qualified 
and available to carry out, among others, 
any of the following assignments: 

(a) Auditing; 

(b) Tax consulting; 

(c) Management engineering — efficiency 

reviews; 

(d) Systematizing; 

(e) Cost accounting; 

(f) Financial investigations; 

(g) Financial reorganizations; 

(h) Arbitration; 

(i) Directing effort on economic and 

social problems; 

(j) Expert testimony—matters related to 

finance and accounting. 

Where the chartered accountant is en- 
gaged in fields other than that of public 
accounting, his education and experience 
fit him particularly for the role of comp- 
troller. In such a position he is a very 
important individual in our economic and 
social set-up. 


Management is a very broad term in- 
dicating effort in directing the use of ma- 
terial and personnel resources in provid- 
ing satisfaction for man’s wants. The 
chartered accountant, in this field, is con- 
tributing to better things in no less a 
degree than those in public accounting. 


The Opportunities for the C.A. 


It is generally agreed that it is only 
through a better understanding of fin- 
ance by capital, management, and labour 
that there can be improved social con- 
ditions. In spite of the acknowledged 
improvement in financial statements, it is 
apparent to everyone that there is still 
general mistrust of the facts shown 
therein, particularly regarding profits. 
Further, the use of such words as “‘sur- 
plus’, ‘‘reserves” and “depreciation” is 
confusing because their popular connota- 
tion is not necessarily the meaning 
that the accountant had in mind. One 
of our provincial governments was some- 
what embarrassed recently by the inter- 
pretation the public put on the term sur- 
plus. Here, then, is an opportunity to 
serve by helping the average person to 
understand financial statements and term- 
inology. On the other hand, we should 
not minimize the complexity of modern 
finance and endeavour to solicit popular- 
ity by trying to put the answers in a nut- 
shell that can sell at 5c. 

Many writers on economic and social 
matters have properly pointed out how 
much free enterprise, with the profit mo- 
tive as the driving force, has contributed 
to the general welfare of society. These 
people have called upon persons such as 
the chartered accountant, who is cogniz- 
ant of the facts, to defend and explain 
the profit system. It is expected that the 
chartered accountant will, in his inde- 
pendent position, explain how the return 
to the various factors in the production 
of a service or good have been deter- 
mined and allocated. Chartered account- 
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ants’ literary and persuasive powers 
should rise to the occasion and uphold 
that system which has so much to offer 
when it is properly understood. 

Watson Sellar, auditor general of Can- 
ada, demonstrated recently to our Domin- 
ion Parliament the urgent need for better 
accounting procedures in all Federal Gov- 
ernment departments. As was recom- 
mended in the Hoover Commission Re- 
port made to the United States Govern- 
ment, Mr. Sellar called for public ad- 
ministration on a performance basis. 
Such an accounting approach is required 
if we are going to determine the effic- 
iency of individual government bureaus. 
Chartered accountants can perform no 
greater service than when their talents 
and efforts are directed to reduce waste 
and extravagance where public moneys 
are concerned. 

It has been proposed that double entry 
accounting procedure could and should 
be applied by government to foreign 
trade transactions for the determination 
of the balance of trade. Such procedure 
would give more accurate information 
than the present single entry statistical 
record obtained from custom export and 
import returns. Government policy in 
this area of economic activity could then 
be based on more complete data. This 
is an opportunity with an international 
flavor. 

Lest I be accused of thinking only of 
big things, let me suggest that cost ac- 


counting, which is usually associated with 
big business, be developed by the char- 
tered accountant for adoption in small 
organizations. Small business, as well as 
big, needs expert advice. 


Accepting the Challenge 

In rising to the challenge of these op- 
portunities, there is, of course, an im- 
plied obligation. I think that this ob- 
ligation means preparation. Throughout 
this discussion my thoughts pertain prim- 
arily to the chartered accountant in pub- 
lic practice, hence my first concern is with 
his professional standing. 


The essence of a profession is service 
without material gain as the sole incen- 
tive. The work cannot be just a job. The 
accountant’s motivating force should be 
the satisfactory conclusion of the assign- 
ment regardless of the reward. You must 
depend upon personal satisfaction in the 
main for compensation. Hence those of 
us in this field must have, first of all, a 
driving interest in our labours as such, 
otherwise we are in the wrong vocation. 
Anyone who is looking for fixed hours, 
assured take-home pay, security, stand- 
ardized task assignments, is not going to 
be happy in this work. 


It is not suggested here that chartered 
accountants take a vow of poverty. Ap- 
proval of work done with the service 
spirit will bring monetary reward as well 
as a satisfying sense of accomplishment. 


Dr. Vannevar Bush, president of The 
Carnegie Institute of Washington, said: 
“The hallmark of a profession is the 
assuming of responsibility for the vital 
affairs of others because of superior 
specialized knowledge”. Sir Harold G. 
Howitt, F.C.A., said, “I think that really 
the. basic claim to call an occupation a 
profession is whether the public accept 
it as a profession. I make so bold as 
to claim that the public today accept 
chartered accountancy as a profession and 
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a very high profession at that”. The 
Carr Saunders Committee on Education 
for Commerce in England interpreted a 
profession as follows: ‘‘Any body of per- 
sons, using a common technique, however 
meagre in content and however little re- 
lated to fundamental study, who form 
as association, one purpose of which is 
to test competence in the technique by 
means of examinations.” 

I have dwelled upon the meaning of 
profession because our thoughts in this 
regard must determine our approach to 
our work. It is not the passing of ex- 
aminations, the acquisition of a techni- 
que, or the acceptance of rules that makes 
talent acceptable to the public. It is the 
quality of work. 


The Essentials of a Profession 

To assure quality in their work, ac- 
countants need, in addition to interest, 
and willingness to accept responsibility, 
ability and technical training in account- 
ing, founded on a liberal education with 
all that term means. There is required, 
too, a true sense of independence for 
impartial action. Such independence 
must be supported by integrity. 

While I have largely dealt with the 
professional accountant, I suggest that 
the chartered accountant in the manage- 
ment field can very well carry the ideals 
of service stressed here into his work, 
where it is very much needed. 


Someone has said, “ideas have legs’. 
It is only by advancing thoughts for 
critical review to interested persons that 
they can be advanced for general usage. 
There is no more critical body than a 
group of students, hence, if the chartered 
accountant is to advance, he must en- 
courage and develop students’ organiza- 
tions. No man, graduate, or otherwise, 
has completed his studies while there is 
a spark of life left in him. 

At this point, I cannot help but pass 
along an excerpt taken from the speech 


by Sir Russell Kettle, F.C.A., president 
of The Institute of Chartered Accountants 
in England and Wales, to a group of 
students and reported in The Accountant 
of April 15, 1950. Sir Russell states, 
“Students’ societies afford unique oppor- 
tunities for acquiring a knowledge both 
of academic and general subjects, and for 
discussion and debate. I have looked at 
the syllabuses of the societies and I be- 
lieve those who may think that study for 
examinations does not allow time to take 
part in the activities of students’ societies 
are missing much of great value in their 
training and outlook. And apart from 
the aspect of personal advantage, it 
should be the duty and privilege of all 
articled clerks to make some contribution 
to the profession, of which they aspire to 
be members, by cooperating with other 
students and when they qualify, with 
other members through the district socie- 
ties, to uphold the reputation and prestige 
of the Institute. All these activities will 
help to give you a general background 
which will assist you not only in your 
examinations but make your studies and 
professional life more interesting.” 


Using the Opportunities 

While “sell” may not be a professional 
word, selling is what accountants must 
do. Selling might be defined as the 
process of persuading people to want 
what they really need. We know that 
accounting is essential for efficiency in 
organized effort, be it for profit or other- 
wise. Accounting techniques are needed 
for the control and direction of resources, 
material and human, to avoid waste in 
both. Since the chartered accountant is 
skilled in accounting methods, it is his 
duty to advance to society the benefits of 
the techniques that have been developed 
in this field today. 

I do not mean to suggest that we 
should run full-page advertisements with 
the occasional dollar day thrown in. But 
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I do say that by word of mouth and by 
our actions we can deftly draw the at- 
tention of all and sundry to the purpose 
of accounting and the services the 
chartered accountant is prepared to render 
in this field. In speaking of advertis- 
ing the wares of the chartered accountant, 
there will surely be mention of the fact 
that the medical man is not permitted the 
use of other than his personal profession- 
al card and then only under certain stated 
conditions. I would draw your attention 
to the evidence that the medical profes- 
sion is peculiar in that its services, in 
addition to being essential for a satisfac- 
tory life, are greatly influenced by human 
emotion. It is also true that the advan- 
tages of their labours are disseminated 
by such agencies as government depart- 
ments of health, life assurance companies, 
and organizations interested in such af- 
flictions as arthritis, cancer, poliomyeli- 
tis, and rheumatism. ‘The chartered ac- 
countants should encourage organizations 
of bankers, credit dealers, insurance com- 
panies, investment dealers, labor unions, 
management, municipal officers, share- 
holders, and trust companies to suggest 
spontaneously that their services be util- 
ized. Such organizations have a very 
real interest in the facts of finance as 
well as the independent expression of 
opinion of the chartered accountant. You 
know we are all prepared in our glassy 
sophistication to ridicule ritual, but a 
little colour is a satisfying thing. Who 
hasn’t thrilled at the sight of his flag 
flying? And, it is true that everybody 
loves a parade. I maintain that chartered 
accountants have not enough ritual and 
flag-flying in their profession. 


Needed: A Little Fan-Fare 

The medical doctor, a member of a 
most respected and learned profession, 
based as ours is, on art and science, has 
the Hippocratic oath as well as the fam- 
iliar symbol of Aesculapius with the 
winged rod of Mercury encircled by one 
serpent. It is interesting to note that 
if you put another serpent on the rod 
and let him look at the other serpent 
you get the symbol of Caduceus which 
represents commerce. As I write, I can- 
not help but think that by adding to Mer- 
cury’s rod another serpent with big ears 
and horn-rimmed glasses and placing it 
in a watching position as to the other 
two serpents, we have a symbol at least 
for the audit function. If you see a per- 
son with an iron ring on his little finger 
you immediately recognize him as a 
member of the engineering fraternity. 
How many can recall the details in the 
symbol of the D.A.C.A. used on the 
cover page of The Canadian Chartered 
Accountant? 

Can we not have, on admission to the 
Institute, a bit of impressive fan-fare? 
Then too, can we not have a symbol that 
will be generally recognized, all within 
the keeping of professional dignity? To 
take advantage of the opportunities 
available to us we must take positive 
action with an outward expression of 
enthusiasm for what we have to offer for 
a better world. 

Let it not be said about us: 

“These, in the day when Heaven was 
falling, 

The hour when Earth’s foundations fled 

Followed their mercenary calling 

And took their wages and are dead.” 
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Stock-in-trade 
And the Auditor 


By Garfield G. Goult, F.C.A. 


This is the second instalment of Mr. Goult’s 


treatise. 


The first appeared in the August issue; 


the third and final instalment will appear in the October issue 





Ill. THE AUDITOR’S RESPONSIBILITY 
The View in 1896 


40. Any paper on the auditor's respon- 
sibility for stock-in-trade must include 
reference to the well-known case of In 
Re Kingston Cotton Mill Co. [1896] 2 
Ch. 279 in which stock-in-trade was 
described in the balance sheets in ques- 
tion ‘‘as per manager's certificate’. In 
the Court of Appeal, Lord Justice Lind- 
ley said: 

The auditors did not profess to guaran- 
tee the correctness of this item. They 
assumed no responsibility for it. They 
took the item from the manager, and the 
entry in the balance sheet showed that 
they did so. I confess I cannot see that 
their omission to check his returns was a 
breach of their duty to the company. It 
is no part of an auditor’s duty to take 
stock. No one contends that it is. He 
must rely upon other people for details of 
the stock-in-trade in hand... . 

41. The matter was taken a little fur- 
ther fifteen years later in Henry Squire 
(Cash Chemists) Ltd. v. Ball, Baker & 
Co. ((1911) Accountant L.R.) when, 
after quoting from the Kingston Cotton 
Mill case, the Lord Chief Justice said: 

I call attention to these passages. I un- 
derstand them to lay down this rule that 
the auditor is not bound to take stock; 
that the highest which can be put against 
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an auditor or accountant is the one case of 
the other is that he is bound to make a 
reasonable and proper investigation of the 
accounts and of the stock sheets as far as 
he can, and if a reasonable and prudent 
man would have come to the conclusion 
that there was something wrong, that then 
it is his duty to call the attention of his 
employers to it, and in that consideration 
he is entitled to take into acocunt the fact 
that the documents are vouched for by 
trusted servants of his employers . . . I do 
not quite come to the conclusion — I say 
nothing with regard to any other case — 
but I do not quite come to the conclusion 
that in this particular case the auditors 
were content to take only the certificate of 
the managers. They are entitled to rely 
on the certificate of the managers unques- 
tionably for the reason already given; but 
I find that the auditors and accountants did 
in both these cases do more than that. It 
was their duty to a certain extent to 
examine the accuracy of the certificates. 
The case of Mead v. Ball, Baker & Co. 
was taken to the Court of Appeal 
((1911) Accountant L.R.), where the 
Master of the Rolls said: 

Although it is quite clear that it is not 
the duty of an auditor to take stock, one 
cannot say that it may not be his duty to 
call attention to suspicious items appear- 
ing in stock sheets which are put before 
him. 
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42. It is suggested that the guidance 
to be drawn from these and other cases 
is extremely limited, for reasons explain- 
ed in the succeeding paragraphs dealing 
with the general principles of an auditor's 
responsibilities. 


GENERAL PRINCIPLES 


43. No statutory duties relating speci- 
fically to stock-in-trade are placed on the 
auditor of a company. The auditor under- 
takes a professional service the details of 
which are left to his own judgment with- 
in the broad framework implied by the 
terms of the report required from him. 
How he shall discharge his duty is left 
to the auditor to decide on his experience, 
judgment and training; but he must be 
prepared to justify his procedure in a 
court of law if he is charged with having 
failed in his duty. In considering stock- 
in-trade, therefore, it is mecessary to 
examine the general nature of the re- 
sponsibilities undertaken by an auditor; 
and for this purpose guidance may be 
sought in the remarks made by judges of 
the High Court and the Court of Appeal. 


44. In the Kingston Cotton Mill case 
(C.A.) supra, Lord Justice Lopes said: 
It is the duty of an auditor to bring to 
bear on the work he has to perform that 
skill, care, and caution which a reasonably 
competent, careful and cautious auditor 
would use. What is reasonable skill, care, 
and caution must depend on the particular 
circumstances of each case. An auditor is 
not bound to be a detective, or, as was 
said, to approach his work with suspicion 
or with a foregone conclusion that there 
is something wrong. He is a watch-dog, 
but not a blood-hound. He is justified in 
believing tried servants of the company in 
whom confidence is placed by the com- 
pany. He is entitled to assume that they 
are honest and to rely upon their represen- 
tations provided he takes reasonable care. 
If there is anything calculated to excite 
suspicion he should probe it to the bottom, 
but in the absence of anything of that kind 
he is only bound to be reasonably cautious 
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and careful. . . . The duties of auditors 
must not be rendered too onerous. Their 
work is responsible and laborious, and the 
remuneration moderate. . . . Auditors must 
not be made liable for not tracking out 
ingenious and carefully-laid schemes of 
fraud, when there is nothing to arouse 
their suspicion and when those frauds are 
perpetrated by tried servants of the com- 
pany and are undetected for years by the 
directors. So to hold would make the 
position of an auditor intolerable. 


In the previous year Lord Justice Lindley 
had made the following remarks in In 
Re London & General Bank (C.A.) 
[1896] 2 Ch. 279: 


What is reasonable care in any particular 
case must depend upon the circumstances 
of that case. Where there is nothing to 
excite suspicion, very little enquiry will be 
reasonable and quite sufficient, and in prac- 
tice, I believe, business men select a few 
cases haphazard, see that they are right, and 
assume that others like them are correct 
also. When suspicion is aroused more 
care is obviously necessary, but still an 
auditor is not bound to exercise more than 
reasonable care and skill even in a case of 
suspicion; and he is perfectly justified in 
acting on the opinion of an expert where 
special knowledge is required. .. . 


45. It is evident from those observa- 
tions that the emphasis is on the care, 
caution and skill which can reasonably 
be expected of an auditor. If such is the 
criterion by which judgment would be 
passed to-day, then it is important to con- 
sider the development of auditing during 
more than fifty years since the cases re- 
ferred to above. What may have been 
reasonable in 1896 may not be consider- 
ed enough in 1949, and from cases heard 
in recent years it may safely be assumed 
that the Court would not hesitate to call 
expert witnesses from the profession. The 
conduct of one particular auditor would 
to no small extent be judged by the gen- 
eral standard prevailing in the profession. 


46. The Institute’s Royal Charter was 
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granted in 1880, at which time the im- 
portance of auditing compared with in- 
solvency and trust work may be judged 
from the order of precedence in the peti- 
tion: 

The profession of public accountants in 
England and Wales is a numerous one and 
their functions are of great and increasing 
importance in respect of their employment 
in the capacities of liquidators acting in 
the winding-up of companies and of re- 
ceivers under decrees and of trustees in 
bankruptcies or arrangements with cred- 
itors and in various positions of trust 
under courts of justice as also in the audit- 
ing of the accounts of public companies 
and of partnerships and otherwise. 

47. It would be a reflection on the pro- 
fession to suggest that auditing technique 
has not undergone great improvements 
in nearly 70 years of subsequent develop- 
ment, and it seems clear that what is rea- 
sonable care, caution and skill cannot be 
measured by what may have been the 
practice when the profession was much 
younger. The guidance offered by the 
two cases of 1895 and 1896 would seem 
to lie in the emphasis on reasonable care, 
caution and skill and not in the precise 
facts on which the cases rested. This 
view is particularly relevant to the sub- 
ject of this paper, since the Kingston 
Cotton Mill case related to stock-in-trade 
and it may be assumed, from the stress 
laid on that case in text books, that audit- 
ing practice has probably been based to 
a considerable extent on that decision. 
Later cases also lend support to this view. 
In Armitage v. Brewer & Knott (Ac- 
countant L.R. (1933)), the judge said: 

It is the duty of auditors to be sus- 
Picious, that is what they are there for, 


a view which goes considerably further 
than those expressed by Lords Justices 
Lindley and Lopes many years previously. 


48. A matter closely connected with 
stock-in-trade is the omission of invoices 
for items brought into stock. 


In the 


Irish Court of Appeal as long ago as 
1900 Lord Justice Holmes (in Irish 
Woollen Co. v. Tyson et al. (1900 Ac- 
countant L.R. 13)) said: 


.... 1 am of opinion that if due care 
and skill had been exercised the carrying 
over and the suppression of invoices would 
have been discovered, and the auditor is 
liable for any damage the company has 
sustained from the under-statement of 
liabilities in the balance sheet due to this 
cause since January 4, 1892. I consider 
that not only are Mr. Kevans and his as- 
sistants not free from blame for this, but 
also for the mechanical way the audit was 
carried out. 


The last few words have been emphasised 
as an early indication of judicial opinion 
that mere mechanical checking is not a 
reasonable way of discharging an 
auditor’s duty. . 


49. More recently, in a case involving 
both omission of invoices and over-state- 
ment of work in progress, Mr. Justice 
Bennett (In re Westminster Road Con- 
struction and Engineering Co. (1932 
Accountant L.R.)) said: 


If the auditor found that a company in 
the course of its business was incurring 
liabilities of a particular kind, and that 
the creditors sent in their invoices after 
an interval and that liabilities of the kind 
in question must have been incurred during 
the accountancy period under audit, and 
that when he was making his audit a 
sufficient time had not elapsed for the in- 
voices relating to such liabilities to have 
been received and recorded in the com- 
pany’s books, it became his duty to make 
specific enquiries as to the existence of 
such liabilities and also, before he signed 
a certificate as to the accuracy of the bal- 
ance sheet, to go through the invoice files 
of the company in order to see that no in- 
voices relating to liabilities had been omit- 
ted. The evidence has established to my 
satisfaction that no experienced auditor 
would have failed to ascertain the existence 
of the liabilities omitted from this balance 
sheet. 
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Again emphasis has been laid on what 
seems to be the main guidance offered 
by this case, namely that the judge based 
his decision on evidence of the profes- 
sional skill which could be expected of 
an auditor. 


50. In recent years the case which 
aroused the most widespread anxiety, not 
only in the profession but throughout the 
business world and the investing public, 
was that of the Royal Mail Steam Packet 
Co. (1931), in which the principal issue 
was enormous amounts drawn from secret 
reserves during years of adversity. So 
far as the balance sheet and th» auditors 
were concerned, the criminal prosecution 
was unsuccessful, but this case was large- 
ly responsible for the more enlightened 
practice which developed in company ac- 
counting and culminated in the Com- 
panies Act, 1948. Such development was 
foreshadowed in a leading article in The 
Accountant, August 8, 1931, following 
the decision in this case: 

. . . the prosecution, though unsuccess- 
ful, has very materially altered the map 
of the accountancy world. Things can 
mever again be as they were. If we judge 
the situation aright auditors will not be 
content to run the great risks the existence 
of which has been disclosed by the very 
occurrence of this case. The fact that the 
accusation was possible is not disposed of 
by the want of success of the prosecution, 
and no auditor can happily contemplate the 
possibility that in future, an experiment 
may be tried in similar, though perhaps 
different, circumstances, with himself as the 
victim. ... 

The assertions made in Court by counsel 
and the comments made by the learned 
judge in his summing-up make it clear that 
public opinion has moved. The public 
now looks to the auditors for a further 
measure of protection. Shareholders now 
demand, if not an exact statement of the 

results of current trading, yet an assurance 
that the results disclosed by the accounts 
of the year are not widely different from 
those accruing from the ordinary trading 
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processes of the year. If that be a true 
reading of the situation, new possibilities 
are, of course, opened up, and we do not 
think the profession will close its eyes to 
those possibilities; nor do we think that 
the argument that the Royal Mail case was 
exceptional in that the existence of current 
losses was not clearly brought out, will be 
allowed to deflect consideration from the 
wider and more general demand by the 
public for candour in statements of 
account. 

51. Such was the importance attached 
to this case and the uneasiness engender- 
ed by the judge’s summing-up that the 
Council of the Institute obtained the 
joint opinion of counsel as to whether or 
not any guidance could be issued to mem- 
bers. The opinion given was as follows 
(The Accountant, December 19, 1931): 


52. We have considered very carefully 
whether the Council of the Institute could 
properly and usefully issue any form of 
general pronouncement for the guidance 
of their members on the questions and 
matters discussed in the recent case arising 
out of the affairs of the Royal Mail Steam 
Packet Company. 

53. It appears to us, for more reasons than 
one, that no such pronouncement is really 
feasible. 

54. In the first place, the Council have very 
responsible functions of a judicial char- 
acter to perform; and it is of the utmost 
importance that their hands should be in 
no way tied by their being committed to 
statements (which must of necessity be of a 
wide and general nature) on matters with- 
in the purview of their jurisdiction, which 
might be quoted before them as being ap- 
plicable to circumstances to which they 
were not intended to relate. 

55. Secondly, it is of the utmost import- 
ance that they should say nothing on ques- 
tions admitting of diverse views that might 
hamper their members in any possible 
future proceedings. We can imagine cases 
arising in which a member resisting a 
claim might be embarrassed by having a 
pronouncement of his own Institute quoted 
against him, when without it a departure 
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from the general principle laid down could 
more easily be justified in the special cir- 
cumstances of his case. 

56. The third and perhaps the most for- 
midable difficulty arises from a considera- 
tion of the circumstances in which the 
propositions enunciated by the learned 
Judge in the case in question came to be 
propounded. The case in question was a 
criminal and not a civil case; it related to 
a chartered company and not a limited 
company of the ordinary kind, and it rest- 
ed upon a complicated set of facts and 
figures which were peculiar to the case, 
and which formed the foundation of the 
charge and the text of the summing-up. 
It is a familiar rule of construction that a 
judgment should be construed with special 
reference to the facts of the case in which 
it is delivered, and that it may be danger- 
ous to take general expressions out of their 
context and treat them as laying down 
principles applicable to all possible cir- 
cumstances. More especially would it be 
dangerous to do this in the case of a 
summing-up in a criminal case. The ob- 
ject which the judge has in view in such 
a case is to furnish the jury with a legal 
foundation for the particular set of facts 
on which they are called upon to exercise 
their judgment. He must always have 
primarily in mind the details of the par- 
ticular case, and the fact that the jury are 
not legal experts. 

57. It may well be, therefore, that the 
Judge in such a case would express him- 
self in different language from that which 
he would use if he were delivering judg- 
ment in a civil action. He may lay down 
general propositions which are in no way 
misleading as applied to the facts before 
the jury, although they may be susceptible 
of qualification in various directions if 
sought to be applied to all cases. 

58. For these reasons it seems to us that 
to put together selected extracts from the 
Judge’s summing-up in the case in ques- 
tion, isolated from their context and from 
the facts of the case, might result in at- 
tributing to the Judge an intention to lay 
down wider propositions of law than were 
necessary for his purpose or than he really 


had in mind. Extracts of this kind must 
necessarily form the foundation of any 
pronouncement by the Council, since it is 
the summing-up in question which has, 
naturally enough, given rise to requests by 
members for guidance on the questions 
with which it dealt. 


59. The difficulty then really lies in found- 
ing upon any such extracts as we have in- 
dicated any principles either of general or 
of particular application which would both 
afford a clear guide to a practitioner and 
be certainly consonant with the law and 
with the Judge’s views. By'way of illus- 
tration, we may perhaps refer shortly to the 
question of what are often termed “secret” 
or “undisclosed” or “inner” reserves. When 
these expressions are examined, it becomes 
apparent that they are mot expressions 
which have a clear and well defined mean- 
ing and that they, or one or more of them, 
may be applied to a number of different 
types of reserve. Probably even exper- 
ienced accountants would not all agree as 
to their exact scope and meaning. 
It follows, therefore, that a general 
proposition which might be applicable to 
one type of “secret” reserve might not be 
applicable to another, or that a given 
proposition might be applicable to a 
flagrant or extreme case, though not to 
one where no “misleading” was involved. 


60. We have been asked whether the 
duties and responsibilities of an auditor 
extend to the profit and loss account, 
though it is not specifically reported upon 
to the members of a company. In our 
opinion, having regard to the fact that the 
balance sheet contains as one of its items 
the balance brought in from the profit and 
loss account, they cannot dissociate them- 
selves from all responsibility for the cor- 
rectness of that account and there may be 
cases in which it would be incumbent upon 
them to draw the attention of the share- 
holders to any feature of that account 
which, in their view, involved anything of 
an improper or misleading character. 
WILFRED GREENE 
CECIL W. TURNER 
Lincoln’s Inn, 
November 27, 1931 
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61. That opinion did not enable any 
statement to be issued by the Council, 
nor has the Council since taken steps to 
lay down any auditing rules. But the 
recommendations on accounting prin- 
ciples have achieved the same end in a 
manner that would never have been pos- 
sible by the issue of statements on audit- 
ing procedure. What the opinion does is 
to show clearly the limited application of 
decided cases and it lends substantial sup- 
port to the view that the most that pre- 
vious cases lay down by way of general 
principle is that the auditor will be 
judged on his care, caution and skill in 
the circumstances of each case. Of far 
greater importance to auditors are the 
new statutory’ requirements created by the 
Companies Act, 1948, which will now be 
considered. 


PROPER BOOKS OF ACCOUNT 


62. Under para 2 of the 9th Schedule 
to the Companies Act, 1948, the auditors 
are required to state in their report: 

Whether, in their opinion, proper books 
of account have been kept by the com- 
pany, so far as appears from their exam- 
ination of those books, and proper returns 
adequate for the purposes of their audit 
have been received from branches not visit- 
ed by them. 

This is an entirely new duty. There may 
have been many companies where in the 
past the auditor has required information 
and explanations which have enabled him 
to give a clean certificate even though 
proper books of account have not been 
kept. Such a course is not now possible 
and it is, therefore, important to consider 
what are “proper books of account”. 

63. The original requirements of s. 
122(1) of the 1929 Act have been 
amplified and now appear in s. 147 of 
the 1948 Act, subsection (2) being the 
new provision: 

(1) Every company shall cause to be kept 

proper books of account with respect to: 
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(a) all sums of money received and ex- 
pended by the company and the mat- 
ters in respect of which the receipt 
and expenditure takes place; 


(b) all sales and purchases of goods by 
the company; 

(c) the assets and liabilities of the com- 
Pany. 

(2) For the purposes of the foregoing 
subsection, proper books of account shall 
not be deeemd to be kept with respect to 
the matters aforesaid if there are not kept 
such books as are necessary to give a true 
and fair view of the state of the company’s 
affairs and to explain its transactions. 


Records of stock-in-trade are too often 
not all that could be desired. Stock-in- 
trade is one of “the assets . . . of the com- 
pany” and movements of stock will form 
part of “‘its transactions’. But it is diffi- 
cult to see how these new requirements 
can affect the auditor's procedure as dis- 
tinct from his report. Poor or deficient 
records have frequently required the 
auditor to exercise a high degree of skill, 
which will still be required even though 
he has the additional duty of reporting on 
the records kept. The main result of the 
new provisions is likely to be an im- 
provement in records, to the advantage of 
both the company and the auditor. It 
should also be noted that subsection (2) 
of sec. 331 of the Companies Act, 1948, 
which relates to winding-up re-enacts 
without alteration the provisions of sub- 
section (2) of sec. 274 of the 1929 Act: 


For the purposes of this section, proper 
books of account shall be deemed not to 
have been kept in the case of any com- 
pany if there have not been kept such 
books or accounts as are necessary to exhib- 
it or explain the transactions and financial 
position of the trade or business of the 
company, including books containing er- 
tries from day to day in sufficient detail of 
all cash received and paid, and, where the 
trade or business has involved dealings in 
goods, statements of the annual stock- 
takings and (except in the case of goods 
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sold by way of ordinary retail trade) of 
all goods sold and purchased, showing the 
goods and the buyers and sellers thereof 
in sufficient detail to enable those goods 
and those buyers and sellers to be identi- 
fied. 
There is no specific requirement in this 
section that stock accounts must be kept 
but it seems to call for an accounting pro- 
cedure which enables goods bought and 
sold to be identified. 

64. In connection with books of ac- 
count, the provisions of sec. 436 are also 
new and important. They permit the 
use of records other than bound books — 
records which will frequently be employ- 
ed for stock-in-trade: 

(1) Any register, index, minute book or 
book of account required by this Act to 
be kept by a company may be kept either 
by making entries in bound books or by 
recording the matters in question in any 
other manner. 

(2) Where any such register, index, 
minute book or book of account is not 
kept by making entries in a bound book, 
but some other means, adequate precautions 
shall be taken for guarding against falsi- 
fication and facilitating its discovery, and 
where default is made in complying with 
this subsection, the company and every 
officer of the company who is in default 
shall be liable to a fine not exceeding fifty 
pounds and further shall be liable to a 
default fine. 

The auditor will have to be satisfied that 
“adequate precautions” are taken for 
“safeguarding against falsification and 
facilitating its discovery”. Here again, 
accepted standards of auditing practice 
hitherto have made that necessary, but 
the absence of adequate precautions will 
presumably now call for comment in the 
auditor’s report. 

65. The auditor now has a specific 
duty under paragraph 3(1) of the 9th 
Schedule to report: 

Whether the company’s balance sheet 
and (unless it is framed as a consolidated 
profit and loss account) profit and loss 


account dealt with by the report are in 
agreement with the books of account and 
returns. 


Under the 1929 Act the auditor's report 
included the words “as shown by the 
books of the company’ and the context in 
which they were used was, in effect, a 
qualification: 

The words “as shown by the books of 
the company” seem to me to be introduced 
to relieve the auditors from any respon- 
sibility as to affairs of the company kept out 
of the books and concealed from them, 
but not to confine it to a mere statement of 
the correspondence of the balance sheet 
with the entries in the books. (Lord 
Justice Rigby in In Re London & General 
Bank (C.A.), supra (1895) Accountant 
LE.) 

The new requirement appears to do pre- 
cisely what the learned Judge considered 
the old words did not do. So far as 
stock-in-trade is concerned no change in 
responsibility seems to arise, other than 
what has already been said in paragraphs 
63 and 64 above. 


“True and Fair View” 


66. Section 149 and the 8th Schedule 
to the Companies Act, 1948, lay down 
the principles on which a company’s pro- 
fit and loss account and balance sheet are 
to be drawn up. Following these prin- 
ciples, the auditors are required, under 
paragraph 3(2) of the 9th Schedule, to 
report: 

Whether, in their opinion, and to the 
best of their information, and according to 
the explanations given them, the said ac- 
counts give the information required by 
this Act in the manner so required and 
give a true and fair view: 

(a) in the case of the balance sheet, of 
the state of the company’s affairs 
as at the end of its financial year; 
and 

(b) in the case of the profit and loss 
account, of the profit or loss for its 
financial year. 
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Thus, the auditor not only has a new 
statutory duty to report on the profit 
and loss account; he must also report on 
the results of the year. The question 
therefore arises whether in relation to 
stock-in-trade this places any new re- 
sponsibility on the auditor. 

67. So far as the balance sheet is con- 
cerned it is difficult to see any increased 
responsibility in reporting a “true and 
fair view” as distinct from a “true and 
correct view’ of the stock-in-trade; in- 
deed the new requirement is a relaxation 
(see, however, para. 69). On the other 
hand the auditor has hitherto had no 
statutory responsibility to see that the re- 
sults of the year have not been distorted 
by the use of inconsistent bases of valua- 
tion. His statutory responsibility is there- 
fore increased by the new legislation. 

68. Such increased responsibility has 
largely been anticipated. In recommen- 
dation No. X (already quoted in Section 
II) the Council recommended that “cost 
should be calculated on such a basis as 
will show a fair view of the trend of 
results” and “whatever basis is adopted 
for ascertaining cost or calculating market 
value it should be such as will not distort 
the view of the real trend of trading 
results and should be applied consistently 
regardless of the amount of profits avail- 
able or losses sustained’. The new statu- 
tory duty has the effect of enforcing 
the existing recommendation. 


69. One other matter, which may di- 
rectly affect the auditor in regard to stock- 
in-trade, arises under para. 27 (2) of the 
8th Schedule to the Companies Act, 
1948: 

Where any amount written off or re- 
tained by way of providing for .. . 
diminution in value of assets . .. is in 
excess of that which, in the opinion of 
the directors, is reasonably necessary for 
the purpose, the excess shall be treated 
for the purposes of this schedule as a re- 
serve and not as a provision. 
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Apart, therefore, from the general re- 
quirement to show a true and fair view, 
there is a specific prohibition against an 
undisclosed excessive reduction in the 
valuation of stock-in-trade. But here 
again, the legal requirements do no more 
than enforce the sense of recommenda- 
tion X: “Any reduction in stock values 
which exceeds the provisions embodied 
in the above recommendations is a re- 
serve and should be shown as such in 
the account” (paragraph 35). 


Conclusions on Responsibility 


Having regard to the foregoing con- 
siderations it is suggested that the fol- 
lowing conclusions are appropriate in re- 
gard to stock-in-trade: 

70. (a) The auditor's responsibilities 
are not specifically defined. 

71. (b) An auditor may run consider- 
able risk if he relies on reports of cases 
decided in the past and particularly that 
of the Kingston Cotton Mill, supra. The 
main import of such cases is to emphasise 
the exercise of care, caution and skill 
which can reasonably be expected of an 
experienced auditor. 

72. (c) The Companies Act, 1948, 
places on the auditor responsibilities, 
which affect him in relation to stock-in- 
trade, in connection with the state of the 
books, precautions against falsification of 
loose-leaf records, the presentation of a 
true and fair view of the state of affairs 
and the results of the year, and excessive 
amounts for diminution in value. These 
responsibilities require the auditor to be 
satisfied that the accounts are in accord- 
ance with what had already been accepted 
as best accounting practice; but whereas 
in the past the auditor has had no power 
to insist on the adoption of the best prac- 
tice, he now has a duty to report where 
the requirements of the Act have not 
been observed. 


(To be concluded) 
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Simplified Municipal Accounting, pub- 
lished in 1950 by the Municipal Fin- 
ance Officers Association of the United 
States and Canada; pp. 162 

This manual was compiled by the 
Association primarily to assist smaller 
municipalities in setting up accounting 
systems adequate to meet the growing 
demand for financial and accounting 
information. While the contributors 
admit frankly that they have borrowed 
many of the ideas and methods found 
in the publications of eminent authori- 
ties on municipal finance and account- 
ing, they have added many new and 
improved accounting practices of their 
own. 

Although the book is prepared main- 
ly to meet conditions and legal require- 
ments in the United States, the forms 
used and the methods outlined can, 
with some modification, be adapted 
for Canadian use. It should be studied 
by Canadian readers in conjunction 
with the “Manual of Instructions” for 
municipal accountants, published in 
1942 by the Dominion Bureau of 
Statistics, which prescribes the form in 
which municipal balance sheets and 
financial statements must be published. 

The increasing amount and variety 
of accounting information and statis- 
tics required to be furnished by muni- 
cipalities to the Dominion and Provin- 
cial Governments, as for instance that 
to be used for determining subsidies, 
have added to the duties and responsi- 
bilities of the municipal accountant. 
Such being the case, a revision of the 
accounting system often becomes neces- 
sary and this booklet of the Associa- 


tion should prove extremely helpful 
for this purpose. By a copious use of 
forms and illustrations, it sets out in 
detail and in ways readily understood, 
the most up-to-date ideas as to the 
books and records to be kept, the seg- 
regation of accounts by funds, a use- 
ful and practical classification of rev- 
enue and expenditure accounts, and the 
statements most likely to be required. 
Of special interest is an outline of the 
method used in the preparation of the 
budget and of budgetary control of 
expenditures. 

Considering the wealth of informa- 
tion it contains, this book should prove 
invaluable for use not only by muni- 
cipal officials, but also by public ac- 
countants. 

GEO. H. GLENNIE, C.A. 


Practical Auditing (Spicer and Pegler, 
9th ed.), by W. W. Bigg; published 
by H. F. L. (Pub.) Ltd., London; pp. 
617 and index, price $5.00 


This well-known English text, now 
in its ninth edition, continues to be 
a valuable reference work for both 
student and practising accountant. Each 
should find value in comparing current 
Canadian practice with accepted pro- 
cedures in other, although not unfam- 
iliar, circumstances. Perhaps the 
reader will be grateful for refreshing 
terminology. The use of “casting”, 
“stamp taxes”, “carriage accounts”, 
“bought ledgers”, and “crossed checks” 
may lead to interesting reconsideration 
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CHARLOTTETOWN WELCOMES D.A.C.A. CONVENTION AND VISIT OF R.C.N. 
FRIGATES 


sthough possibly not quite 


The Charlottetown Guardian 


of familiar things by the practitioner 
and a broader understanding for the 


student. 
S. G. HENNESSEY, C.A. 


Cost Control in the Boot and Shoe 
Industry, by Russell J. Clark; published 
by Gee & Co. (Pub.) Ltd., London; 
pp. 77; price 12/4 

The publisher’s introduction to this 
book states that it outlines ‘‘a practical 
application of the modern principles 
of cost control, which have proved so 
successful in many industries, to meet 
the special problems of the boot and 
shoe industry”. The author has set out 
clearly and concisely the steps to be 
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seeing, eye to 





taken in the installation and operation 
of a standard cost system. While the 
book has been written with a view to 
meeting the specific problems of the 
boot and shoe industry, with minor 
modifications the procedures outlined 
could be adapted to any type of indus- 
try to which standard cost methods are 
applicable. It can therefore have much 
wider use than in the specific field con- 
sidered by the author. The book is 
well written and its usefulness is in- 
creased by a substantial number of ex- 
amples and sample forms. Because of 
its elementary approach and clear style 
this book should serve a useful purpose 
to the student as a practical introduc- 


tion to standard costs. 
K. W. LEMON, C.A. 
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A Chartered Accountant 


Looks at Mutual Funds 


By W. Howard Wert, C.A. 


The growth, operation and 
advantages of a new investment medium 





Fo a long time the accounting pro- 
fession dealt almost exclusively with 
the recording of the Aistory of business 
and, therefore, I may be permitted to 
dwell briefly on the history of mutual 
funds. They are new-comers in the fam- 
ily of financial institutions. While 
their roots extend back to the investment 
trusts of Great Britain and Europe of 
the 1880's, it was only in the early 
1920’s that mutual funds, then known as 
“open-end investment companies’, were 
originated in Boston; and it was not until 
the early thirties that this great advance 
in the management of public savings was 
imported into Canada. 

It is, of course, natural that the de- 
velopment of mutual funds in the United 
States has been greater than in Canada 
as regards the number of funds, their 
size and types. It is perhaps due to this 
earlier and greater development that 
legislation concerning mutual funds is 
more advanced across the border. 

When the Dominion Companies Act 
was last revised in 1934, only three mu- 
tual funds were then in existence in Can- 
ada and, as their combined resources 
were comparatively small, it is not sur- 
prising that Parliament did not pass legis- 


lation that would permit a capital struc- 
ture more uniform with the original mu- 
tual funds. 


Corporate Structure 

To comply with the requirements of 
the Companies Act, Canadian mutual 
funds are incorporated with two classes of 
stock, one of which must be non-redeem- 
able and is authorized solely for the pur- 
pose of permitting the shares offered to 
the public to be redeemable. The Am- 
erican funds normally have one class of 
shares described simply as redeemable; 
with Canadian funds it is necessary to 
add the qualification “to the extent paid- 
in surplus is available’. This, again, is 
to comply with the requirement of the 
Companies Act that redemptions be made 
only out of surplus unless supplementary 
letters patent be obtained. It is not a 
restriction imposed by the Canadian 
funds to place difficulties in the way of 
redemptions. 

Paid-in surplus is established in the ac- 
counts of Canadian funds by allocating 
to a paid-in surplus account the proceeds 
of the sale of its shares in excess of their 
par or stated value. For example, $4 is 
received for the sale of a share, $1 is 
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usually credited to capital account and the 
remaining $3 to paid-in surplus. With 
the issue of many shares, a substantial 
paid-in surplus is created and is made 
available for the redemption of shares in 
the ordinary course of business. 

When shares are redeemed, the entire 
redemption price (including the amount 
originally credited to capital account) 
is a charge against paid-in surplus with 
the result that the number of shares then 
outstanding no longer bears any direct 
relationship to the dollars remaining in 
capital account. Although this may ap- 
pear illogical, I am advised that it is the 
proper treatment of redemptions, and 
what appears .to be the logical presenta- 
tion of accounts — whereby the amount 
originally credited to capital account is 
charged against that account — is not in 
keeping with the charters of Canadian 
mutual funds, nor with the proper pro- 
cedures under the Companies Act. 

I look forward to a change in the Act 
which will permit the presentation of 
these accounts in a simpler form; and I 
would suggest that the financial state- 
ments required by the Act for mutual 
funds be comparative in form. Results 
of operations should be related to the 
number of shares outstanding and invest- 
ments should be valued on the balance 
sheet at market values (showing cost as 
a footnote) so that the capital and sur- 
plus accounts reflect the market value of 
the shareholders’ equity. 


Income Tax 

While certain legislation, under which 
Canadian funds labour, may be outmod- 
ed, there is no such complaint with re- 
gard to their operation under the Income 
Tax Act, although the effect of some 
sections of the Act is still obscure. As 
most of us are aware, this Act is con- 
stantly under revision. Any investment 
company which meets the following re- 
quirements is presently exempt from tax- 
ation under the Act: 


(a) At least 80% of its assets throughout 
the year was in marketable securities 
or cash; 

(b) Not less than 95% of its income was 
from these investments; 

(c) Not more than 10% of its assets was 
invested in any one corporation; 

(d) Its shares were held throughout the 

year by at least 50 or more persons, 

of whom none held more than 25%; 

At least 85% of its net income for 

the year was distributed before the 

end of the year as dividends to its 
shareholders. 


The underlying concept is that a duly 
qualified investment company is essential- 
ly a co-operative effort on the part of a 
large number of investors and that they 
should not be penalized because they 
have joined together for their mutual 
benefit. 


Should, however, an investment com- 
pany desire to become taxable in the 
same manner as any other commercial 
corporation, it may so elect under the 
Act. This election should be made only 
after a careful study of what appears to 
be the best interests of the shareholders. 
The amount of taxes to be paid by the 
fund must be weighed against the esti- 
mated tax credits to be made available to 
the shareholders. 


Regardless of whether the election is 
made or not, the directors should always 
aim to give the greatest benefit to the 
greatest number of shareholders. The ex- 
penses of operating the fund should be 
charged against income, and dividends 
paid to shareholders should not exceed 
the net income so calculated. Nothing 
should be done that has the effect of 
causing shareholders to pay income taxes 
in excess of what they would have paid 
had they not entrusted the management 
of their capital to the fund. 


(e 
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Costs 


It is second nature for accountants to 
think of costs — those of acquisition and 
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those of upkeep. Distribution and the 
giving of service costs money in the fin- 
ancial business as well as in any other 
business. In the underwriting of higher 
grade securities the margin of profit has 
become small, perhaps dangerously so, 
and if the underwriter wishes to service 
his clients properly with respect to an 
issue over its entire term, it is often done 
at his own expense. A mutual fund is 
a service organization, its responsibilities 
to the investor do not cease when its 
shares are sold to him —they begin at 
that point; and when the overall benefits 
to the investor are taken into account, 
the costs assume their relative import- 
ance. The price for one error of judg- 
ment is seldom as low as 9%. 

The initial cost, while seemingly high- 
er than the average of that of issues of 
similar quality, covers both the costs of 
purchase and of eventual redemption and 
many other factors; and if we compare 
total costs it must be remembered that 


_ the buyer of the individual securities pays 


close to the asked and sells close to the 
bid —a difference that is often substan- 
tial; and if he is investing a comparative- 
ly large sum of money there is the dan- 
ger of running up the market on him- 
self, or conversely, if he is selling, there 
is the danger of depressing the market 
by his own sales. There is no discount 
from the book value of the underlying 
assets to take into account, either when 
buying or selling, because it is the stand- 
ard practice of mutual funds to deter- 
mine the value of their shares daily to 
the nearest cent. I would be disappoint- 
ed if any fund with which I was associ- 
ated did not follow such a policy, as con- 
venience of operation should not inter- 
fere with the precise determination of the 
value of the shares. 

The other cost to be considered by the 
investor is that of upkeep, or the costs 
of operating the fund. These are chiefly 
payments to the research organizations, 


Mr. W. Howard Wert, C.A. 
received his early education in 
Ontario and in 1933 was admit- 
ted to the Quebec Institute. In 
1935 he set up his own practice 
in Montreal. Mr. Wert is a di- 
rector and secretary-treasurer of 
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wealth International Corp. Ltd., 
and Leverage Fund of Canada 
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the custodian of securities, the dividend 
disbursing agents, the transfer agents, the 
directors, the cost of clerical services, of- 
fice expenses and, in a modest amount, 
the fees of the auditor. Here, again, 
costs must be weighed in view of what 
the investor receives for his money. It 
might be said that the investor could 
avoid this charge if he did the work for 
himself, but unless the investor has very 
large sums at his dispcsal or is unusually 
well-versed in business and finance, it is 
obvious that his true cost will be greatly 
in excess of that of the mutual fund and 
his analyses of investments much less 
comprehensive than those prepared by the 
fund. 


Law of Averages 

It should not be supposed that mutual 
funds cannot make mistakes. Investing 
is a matter of judgment; it is not a 
mathematical formula, but the law of av- 
erages does come to the assistance of mu- 
tual funds. The following is based on 
actual facts: 

Let us suppose an investor purchased a 
certain security in June 1947 which was 
well regarded and which then yielded 
5.9% and that he has continued to hold 
this security. Today, his capital would 
have depreciated by 80% and his income 
for the last two and a half years would 
have been ni/. Let us suppose that in- 
stead he purchased on that same date 
shares in either of two Canadian mutual 
funds, which actually purchased and have 
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continued to hold that same security. 
Today, his capital would show a slight 
appreciation (after absorbing the initial 
charge) and his income, though slightly 
lower initially, would not only have re- 
mained intact throughout the period but 
would have been increased. 


It is thus seen that mutual funds offer 
a shelter from the full brunt of the 
storm. How often in closing out the 
estates of successful businessmen, mem- 
bers of my profession have seen the 
wreckage of past ventures outnumber 
those that have stood the test of time! 


Mutual funds in Canada have been de- 
signed for the investor—not for the 
trader or speculator. They should be 
sold primarily as a longer-term invest- 
ment. They appear to be ideally suited 
for savings programmes — whether the 
programme is systematic or one which 
calls for investment only as funds become 
available. They are designed for those 
who seek in varying degrees: 

Income; 

Preservation of capital and income; 

Long term capital appreciation. 


Types 

Leaving out of consideration certain 
specialized types of funds not yet organ- 
ized in Canada, the main types of funds 
designed to meet these objectives are: 

Diversified common stock funds, 

Balanced funds, and 

Leverage funds. 

The yardstick for judging the perform- 
ance of the various types of funds is not 
simply to compare their performance 
with the variations in any single index 
of stock market prices, but rather to com- 
pare their long-term performance with 
what the management undertook to do 
for the investor. Too many people are 
prone to judge performance by compar- 
ing the changes in the price of mutual 
funds with a selected market average 
which more often than not reflects the 


movements of a particular group of 
stocks, instead of the more numerous 
categories which comprise a typical mu- 
tual fund portfolio. 


An investor expects greater variations 
in the price of a common stock fund 
than in a balanced fund. He also ex- 
pects more income and greater long-term 
capital appreciation. 

The balanced fund appeals to those 
seeking a more conservative course and 
who look to management to anticipate, 
within limits, major shifts in security 
price levels. 

The leverage funds appeal to those 
who are willing to not only put their 
money to work, but are willing to hire 
other money to work for them. The 
criticism of a mutual fund borrowing 
money for investment on a limited and 
prudent basis is unjustified, unless it is 
admitted that the companies whose securi- 
ties are held by any type of mutual fund 
should not borrow money for investment 
in plant and equipment. I suggest that 
the public utilities, for example, should 
not be criticized for so financing, in part, 
their operations. 


Common Features 


However, regardles of type of fund 
and of its investment policies, certain 
features are common to all: 


Simplicity of Participation 
Shares may be purchased at any time 
without penalty for late entry and with- 
out injury to the interests of those al- 
ready participating. The fund receives 
for the issue of new shares the exact 
value of the old. 


Simplicity of Diversification 
Diversification is necessary for intelli- 
gent investing, but is normally impossible 
of economic fulfilment for the ordinary 
person. One security represents a care- 


fully selected and constantly supervised 
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participation in approximately 75 enter- 
prises. The shares of mutual funds are 
one of the simplest forms of security to 
hold for succession duty purposes. 


Simplicity of Operation 

The investor receives income four 
times each year from one source. This 
brings with it less complications in book- 
keeping and the preparation of tax re- 
turns. Dividend cheques are accompanied 
by reports setting a standard of disclos- 
ute almost unique among public com- 
panies. 


Simplicity of Withdrawal 

Withdrawal for any purpose or for any 
reason, including dissatisfaction with the 
management, is without penalty through 
the privilege of redemption of shares. 
Management, in determining policies and 
the selection of investments, must con- 
stantly bear in mind the fact that the 
shareholders’ equity in the fund is in 
effect call money. 


Desirable Investment Medium 


The shares of mutual funds have become 
widely known as a desirable medium for 
the investor of comparatively small 
means. They should also be attractive to 
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all those who are consulted concerning 
or entrusted with the investing of money, 
in that they permit an intelligent servic- 
ing of accounts at a fee more in keeping 
(than mere brokerage) with services 
rendered. It is interesting to note the 
increasingly wide acceptance of mutual 
funds among institutional investors and 
individuals of substantial means. The 
shares of mutual funds should be attrac- 
tive even to the most competent of in- 
vestors as a hedge against their own 
judgment. 

Two thousand years ago property of 
many kinds was entrusted to the manage- 
ment of others. It is less than 30 years 
since a system was devised whereby capi- 
tal could be entrusted by anyone to pro- 
fessional management and withdrawn, on 
exactly equal terms at any time, by any- 
one participating in the plan. Although 
the plan is new, it has survived the deep- 
est and most prolonged depression and 
the greatest war of modern times. 


The responsibility of management is to 
maintain and enhance the highest prin- 
ciples of trusteeship of public savings. 
If it is successful, the stabilizing effect 
of mutual funds on the economy of our 
country may well be greater than pres- 
ently can be imagined. 
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By R. P. Egerton, C.A. 


The use of scientifically designed 
forms is a vital part of systems development 





— year man exists he adds to 
the pool of knowledge, leaving 
behind him a store from which future 
generations may draw. Thus the man 
of today may learn in a few years what 
his forefathers spent a lifetime discov- 
ering. One consequence of this has 
been that subjects formerly studied as 
a whole must now be broken down 
into branches, each branch being more 
than enough to occupy a lifetime of 
study by one man. This leads to 
specializing in a particular branch of a 
subject and the term “specialist”. And 
so we have mechanical, electrical, civil, 
and forestry engineers, specialists in 
the field of medicine and surgery, and 
groups of lawyers each of whom con- 
centrates on a particular branch of 
legal procedure. 

The operation and conduct of a busi- 
ness is no exception. Two factors 
which have forced the concentrated 
study of management problems are the 
rapid rise in the rate of wages paid 
and the consequent increase in the 
tempo of business. For example, when 
presses were used for copying letters, 
salaries of $25 to $30 a month were 
common. Now with salaries of $100 
to $150 a month this process would be 


too expensive to be used and cheaper 
ways of getting copies have had to be 
devised and adopted. 


Productivity 


The consequence has been that in 
the field of production greater and 
greater sums have been spent on equip- 
ment and research to keep volume of 
production in line with the wages paid. 


‘And in the field of management it has 


been found profitable to have minute 
studies made of all functions so that 
each individual will produce the max- 
imum of useful work. While in most 
cases there are members of a company’s 
staff who have sufficient knowledge to 
make some improvements, they have 
neither the time nor the training to 
discover and institute all the improve- 
ments which can be made. 


Systems Analysis 

The whole phase of examining into 
the functions of a business is frequent- 
ly referred to under the broad term of 
“systems analysis”. This is, however, 
much too large an operation to be cov- 
ered efficiently by any one group of 
advisors. There are the physical pro- 


cesses of production which can quite 
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Forms 


properly be studied and advised upon 
by engineers trained in this work. 
There are the accounts and documents 
dealing with accounting and costing 
processes which can logically be an- 
alyzed by accountants. But in addition 
to these two phases there are a host 
of forms which set in motion all the 
business functions of an enterprise. 
The design and construction of these 
are arts in themselves and they can be 
produced only by skilled artisans using 
precision equipment. It is felt that a 
useful purpose will be served if an out- 
line is given of some of the problems 
involved in the design and construction 
of forms and the type of service which 
is available for the benefit of the users. 


Units of Measurement 


To give some idea of the sort of 
thinking which is done in designing a 
form, one unit of measurement which 
is used is .0062 minutes or six and 
two tenths thousandths of a minute. 
This represents the normal time re- 
quired to strike one key of a typewriter 
and is mentioned as an example to 
show the kind of detailed research 
which has been carried out. The re- 
sults of this research are available to 
those whose business it is to render 
this sort of service. In this business 
the old Scottish saying that “Many a 
mickle makes a muckle” holds doubly 
true. 


Some Features of Form Design 


From such studies it has been found 
that attention must be paid to details 
often considered too minute or unim- 
portant by those not familiar with this 
phase of business. From such findings, 
too, it has been established that the 
cost of making out a form is at least 
10 times the cost of the form itself, 
even with forms of proper design, 
whereas the cost of making out a poor- 
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ly designed form can be more than 25 
times the cost of the form. A form 
should therefore be examined to de- 
termine: 


(a) whether as much pre-printing has 
been done as possible. (For ex- 
ample if the terms are always net 
30 days, “Terms net 30 days” can 
be printed instead of printing 
“Terms” and typing “Net 30 
days’’) ; 

(b) if the form is arranged so that the 
typing can be done in a natural 
flow as in typing a letter; 

(c) if the form is as compact as pos- 
sible; 

(d) if the form can be arranged so 
that it will serve more than one 
purpose. (For example, can copies 
of the purchase order be used as 
receiving slips?) ; 

(e) whether the design of the form 
is as economical as possible from 
the point of view of printing ex- 
pense and the number of copies 
required. 

(See Exhibits A and B on pp. 118-119). 

Notice the relative importance as- 
signed to (e). Though this item of 
expense should by no means be ig- 
nored, it is obviously unwise to save 
in the cost of printing if the cost of 
making out the form will increase as 

a result, or if the purpose of any copy 

will be in doubt. 


Functions of Business 


Though the cost of the forms and 
the cost of making them out are im- 
portant features, the greatest scope for 
savings through improvements in ef- 
ficiency lies in the activities set in mo- 
tion by the forms. Nearly every action 
taken in a business of any size results 
from some writing on a piece of paper. 
This writing may be in longhand or 
typed; it may request or order some- 
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thing to be done or it may be informa- 
tive and calling for some action to be 
taken in the future. 


Again as the result of studies made 
it can be determined whether or not 
these documents can best be handwrit- 
ten or made out by some type of busi- 
ness machine. As well as the design of 
the form, the method to be used and 
the number of copies required must be 
considered; the type of business mach- 
ine to be used and its capabilities, the 
legibility of the copies produced, and 
the registration on these copies must 
all be taken into account. There is not 
one phase of a business to which there 
is not some possible application of the 
experience of those who have earned a 
good reputation through the quality of 
their forms and their honest advice 
even to the exclusion of their own 
products if they are not suitable. 

The experienced producers of forms 
must also design their forms to suit the 
machines over which they are to be 
operated. This makes it necessary to 
keep abreast of every change in design 


The war 


of all business machines. 
ferced great advances in the design of 
machines of production, but less at- 
tention was paid to business machines. 
During the next 10 years, however, 
some startling developments will take 
place and part of the service offered 
by reputable producers of forms is in 
keeping their customers advised of the 
latest features in all kinds of business 
machines. 


Continuous Forms 

In order to reduce to a minimum 
the cost of making out forms, efforts 
have been directed towards eliminating 
non-productive motions, such as insert- 
ing carbons between forms, jogging to- 
gether forms in a set, putting the set 
into a machine, aligning the set for typ- 
ing, and removing carbons one by one. 
Forms have, therefore, been printed in 
continuous strips with perforations be- 
tween parts and are supplied with car- 
bon paper interleaved between the or- 
iginal and the copies. In this way it 
is possible to align only the first form 
of a strip for typing and, on tearing 
off a completed set, to find the next 
form in position ready for typing. 
Methods have also been devised for 
removing all carbons at one time with 
one pull from the completed set. The 
saving in time, where continuous car- 
bon-interleaved forms can be used, and 
in the case of individual sets of forms, 
more than pays for the cost of the 
carbon thrown away after one use. 


Routine and Service 

The makers of continuous forms 
who have had experience in systems 
surveys have become acutely conscious 
of the fact that the form design and 
the routing of the copies of the com- 
pleted form may result in producing 
order out of chaos in the routine of 
business. Improvements effected have 
been so marked that more importance 
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Forms 


is attached to service rendered than to 
an order for printing obtained. Ser- 
vice has been carried to the point of 
making a detailed analysis of paper- 
work routine before designing tailor- 
made forms to suit the particular busi- 
ness under study. Furthermore, ex- 
perts are available who can design de- 
vices for particular purposes. Though 
forms are tailor-made to fit each busi- 
ness, the suppliers have libraries con- 
sisting of thousands of samples of 
forms in successful use to guide them 
in solving special problems. 


Accounting 


No procedure can be set in motion 
properly without the use of forms of 
one kind or another. It has been shown 
that the experienced producers of con- 
tinuous forms have specialized, not 
only in their design and production, 
but also in the routine to which they 
give rise. Because of the high cost 
of making out a form compared with 
the cost of the form itself, the possi- 
bility of preparing, in one operation, 
forms which serve two or more differ- 
ent functions becomes a question of 
importance. Such forms can be de- 
signed best by those with experience 
and a thorough knowledge of the prob- 
lems involved in their production. If 
multiple purpose forms are feasible, 
the first part may serve a purely ac- 
counting function and the others may 
serve functions related entirely to the 
physical processes in connection with 
the production and handling of goods. 
Thus the studies of form designers 
have embraced every phase of business 
activity. 

Now it might be inferred that there 
is some overlapping, some clashing of 
interests between systems accountants 
and the manufacturers of continuous 
forms. But in actual fact there is the 
common aim of having the business of 
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the client or customer function as 
smoothly and efficiently as possible. 

However, an examination of the pos- 
sible situations which might arise in 
the normal and natural course of busi- 
ness may suggest the best policy to 
pursue, that is, the policy which is 
most likely to benefit the client or cus- 
tomer, the systems accountants and the 
forms experts. 

The installation of a system by ac- 
countants may be at the request of the 
client or on the advice of the account- 
ants that a proper audit cannot be 
carried out unless the client’s account- 
ing, costing and bookkeeping routine 
is put on a sound basis. The account- 
ants may carry out their work with or 
without consultation with reputable 
designers and producers of forms. 

Forms experts are confident they 
have a service to offer which may be 
of benefit to their customers and they 
are not restricted by their code of 
ethics from searching for new fields 
in which their services may be render- 
ed. They may accordingly make im- 
provements to systems based on their 
experience in paperwork and the de- 
sign and quality of their products. This 
may be done with or without consult- 
ing the customer’s accountants. It 
might be done subsequent to the in- 
stallation of a system by the account- 
ants. 

Unless each knows the aims and 
scope of the other, these two groups 
of advisors, both vitally interested in 
systems work, will wander independ- 
ently, each making some change here 
or there in the routine of the business. 
Whereas if the two groups work 
harmoniously and with mutual confid- 
ence, the best possible systems instal- 
lations can be made at one time. There 
is no doubt as to which of the two 
policies will be of more benefit to the 
client and customer. 
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EXHIBIT A 


THE OLD FORM BEFORE REDESIGN 


FOR CUSTOMER USE ONLY 
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CUSTOMER BOX UNNECESSARY—HEADING NOT CENTERED ON FORM 


POOR SEQUENCE OF ITEMS FOR EFFICIENT TYPING 
EXCESSIVE LINE SPACEING DUE TO VERTICAL ARRANGEMENT OF ITEMS 


WASTED SPACE DUE TO CHARACTER SPLITTING BY VERTICAL RULES 
PREPRINTED PRODUCTS COULD BE SHOWN 


EE 


oe 
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EXHIBIT B 


THE NEW FORM AFTER REDESIGN 


INVOICE 


ANY MANUFACTURING COMPANY 


ANY CITY. CANADA 


TERMS. 2% ‘10 DAYS, NET 30 
NO DISCOUNT ALLOWED 
FOB MODERN CITY, CANADA 


h--—-+—— — 


OLsCRiPrion 


SPOOLS BARB WIRE 

BDLES. FENCE END BARS 
BDLES. FENCE BRACE RODS 
BDLES. FENCE POST BRACKETS 


ae 


10 1 LAST amOuNT 


Om COMPANY SHORTAGES MUST BL MLPORTCO 3 ’ 
item 18 BATS OF BECLT OF SmuPmcnt UPNLO PREPALD AND Im C000 bo ts TOTAL 


Ti ————— FIRST TYPING OPERATION 
3 -—--— SECOND TYPING OPERATION 


FORM FACTS 


ONE FOLD REQUIRED TO FIT NEW WINDOW ENVELOPE 

FORM SIZE REDUCED. WITHOUT REDUCTION IN TYPING SPACE 
CUSTOMER'S BOX AND TOTAL COLUMN ELIMINATED 

ALL TYPING STARTS AT LEFT MARGIN 

ITEMS ARRANGED HORIZONTALLY FOR FASTER TYPING 


Ist AND 2no TYPING GROUPED FOR REOPERATION 

PRODUCTS PREPRINTED IN BODY OF FORM 

DEAD SPACE ON FORM USED FOR PREPRINTED INFORMATION 

PARTS OF FORM STITCHED WITH CARBONS FOR EFFICIENT REOPERATION 


SAVINGS 


REDUCTION IN TYPISTS TIME 

ACTUAL $ SAVINGS IN LABOUR 

INCREASED PRODUCTION THROUGH FORM DESIGN 
PAPER SAVINGS THROUGH REDUCTION IN SIZE 
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Letters from Readers 





DEPRECIATION AND 
“GooD ACCOUNTING PRINCIPLES” 

Kingston, July 16, 1950 
Sir: I read with interest the very informa- 
tive article in your June issue by Mr. A. W. 
Gilmour under the heading “Diminishing 
Balance Depreciation Under the Income Tax 
Act”. 

I feel, however, that some qualification is 
necessary in the statement made as to “good 
accounting principles” on p. 276. Mr. Gil- 
mour states that, “As accountants we claim 
that a capital profit or loss arises when an as- 
set is sold for an amount greater or less than 
the depreciated book value, and where this oc- 
curs we remove the asset value, the accumu- 
lated depreciation from the balance sheet, and 
transfer the resultant profit or loss to a 
capital surplus account.” 

In my opinion, the use of the terms “cap- 
ital profit” and “capital surplus” is extremely 
unfortunate in this connection. Many ac- 
countants have pointed out the unsatisfactory 
nature of these terms (for example see p. 
387 of the seventh edition of Montgomery's 
Auditing). 

Likewise, I disagree emphatically with the 
statement that a “profit” of any sort arises 
when an asset is sold for an amount greater 
than “depreciated book value” but smaller 
than the original purchase price. For 
example, assume that a fixed asset is pur- 
chased for $10,000; over the years $9,000 
of estimated depreciation is recorded on the 
books and the disposal price as scrap is $2,- 
000. According to the rule quoted above, a 
“capital profit” of $1,000 has arisen which 
we, as accountants, would transfer to a “cap- 
ital surplus” account. 

My view is that, in such a situation, this 
treatment is extremely questionable. The 
simple fact is that ownership and use of the 
fixed asset has cost the business $8,000 which, 





in my opinion, should be the amount of the 
charge against earnings over the period of the 
useful life of the asset. The burden of proof 
rests very heavily on the accountant who 
contends that the correct charge against earn- 
ings is $9,000 and that the $1,000 adjust- 
ment on disposal is a “capital profit”. 

I therefore feel that this positive and un- 
qualified statement concerning the accounting 
principles relevant to such a situation should 
not be permitted to stand unchallenged. 

W. G. LEONARD, C.A. 
Queen’s University 


TO INCORPORATE OR 
NOT TO INCORPORATE 


Peterborough, Ont., Aug. 14, 1950 


Sir: Since the article “To Incorporate or 
Not to Incorporate” was written (The Can- 
adian Chartered Accountant, March 1950, p. 
121), there has been introduced into the 
Income Tax Act provision whereby a corpora- 
tion, provided it fulfils certain requirements 
under the Act, may set aside a portion of its 
earnings as “tax-paid undistributed income” 
by the payment of a special tax of 15% 
thereon. It is a measure designed to elim- 
inate to some extent the hardship experienced 
by closely-held corporations whose growth 
had been financed out of retained profits and 
which, in the past, were obliged to meet suc- 
cession duties arising from the death of a 
principal shareholder by the payment in the 
one year of a substantial dividend. It is de- 
signed also to encourage the payment of 
dividends out of current earnings, while at 
the same time making it possible for a com- 
pany to capitalize profits essential for growth 
and expansion without imposing on share- 
holders an almost impossible potential tax 
burden. 

The Act now provides that a corporation 
having not more than 75 shareholders may 
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elect to pay a special tax of 15% on its total 
undistributed income accumulated to the end 
of its 1949 fiscal year and, having done that, 
may, to the extent that it pays out earnings 
in dividends subsequent to 1949, earn the 
right to “set aside” an equivalent amount up- 
on the payment of the special tax of 15% 
thereon. The total of its undistributed in- 
come accumulated to the end of 1949 less 
the special tax of 15% paid thereon is then 
classified as “tax-paid undistributed income”. 
The same classification is given to the earn- 
ings after 1949 which have been “‘set aside”, 
less the 15% paid in respect thereof. This 
“tax-paid undistributed income”, created as 
above, may be capitalized in accordance with 
accepted company law procedures and thus 
placed in the hands of shareholders without 
further tax. 











Proprietor 

Profit before salary ............0.00000. 15,000 
DN Nicecstrete setceta att Gses cxistonsvannst 
Dividend piasicress 

Balance of earnings ....................0.-. 
ROR iss Soncest stele Slates 2,000 
Taxable income wabcor sustn Scene. 
Pe Stk ONE cand aeae 3,360 








Special 15% tax ..... 
DEVO DRTURE isos eos sas sisvccionsicses 


Dividend credit 


Tax-paid undistributed income ...... 


In the article referred to above, a com- 
parison was made indicating income taxes 
payable as a sole-proprietorship and those 
payable by the corporation and shareholder- 
owner. One of the columns developed there- 
in showed the combined tax payable on the 
basis of a full distribution of the corpora- 
tion’s profits for the year, representing a sal- 
ary withdrawal of $8,000, the balance as a 
dividend in the same year. In view of this 
new piece of legislation it is interesting to 
insert another column indicating the com- 
bined tax payable on the basis of a full dis- 
tribution of the year’s earnings, such distri- 
bution, however, to represent a salary with- 
drawal of $8,000, the balance being divided 
equally between a dividend payment and the 
creation of “‘tax-paid undistributed income”. 






































Corporation Shareholder- 
Regular Special owner 
15,000 
8,000 8,000 
2,905 
2,905 
10,905 
2,000 
7,000 8,905 
1,190* 1,931 
436 
20 
1,951 
291 
1,660 
2,469 








* 10% on $7,000 plus Ontario corporation tax of 7% on $7,000 
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The comparison may then be shown as fol- 
lows. Comment has already been made con- 
cerning the limitations of such a comparison 
and it is worth noting that there is no time 
limit as to when a corporation may take ad- 
vantage of the new 15% provision. Before a 
corporation, however, can deal with earnings 


Combined tax 
payable on 
basis of 
leaving all 
but salary 

of $8,000 in 
the business 


On basis of 
following 
profits as a sole 
before proprietor- 
salary ship 


Tax payable 


1,660 
3,360 
5,510 
7,760 
10,160 
15,160 


$10,000 
15,000 
20,000 
25,000 
30,000 
40,000 


Mr. GILMOUR CORRECTS AN ERROR 
Montreal, July 12, 1950 


Sir: It has been drawn to my attention that 
an error was made by me in the article on 
“Depreciation” published in the June, 1950 
issue of The Canadian Chartered Account- 
ant, 

On p. 281, an illustration is given of the 
amount of depreciation which could be 
claimed in respect of an asset which originally 
cost $100 and had been depreciated to $40 
by the end of 1948, by the deduction of $30 
normal and $30 double depreciation. In 


1,480 
2,330 
3,640 
5,640 
7,640 
11,640 


after 1949 it must first have paid the 15% 
tax in respect of its undistributed income ac- 
cumulated to the end of 1949 and must have 
paid out dividends subsequent to 1949 to earn 
the right to capitalize any of its earnings af- 
ter that date. 

J. A. MCCOLL, C.A. 


Combined tax 
payable on 
basis of with- 
drawing $8,000 
salary and 
balance 
divided equally 
between a 
dividend and 


Combined tax 
payable on 
basis of with- 
drawing $8,000 
salary and 
balance as capitalized 
a dividend profits 
In the same year 
1,746 1,738 
3,639 3,286 
6,219 5,353 
9,389 8,026 
12,559 10,761 
19,024 16,318 





the article, it was stated that normal deprecia- 
tion in 1949 would be 20% of $70, where- 
as it should have been 20% of $40. The 
corrected calculation is: 
20% of $40, being original cost of 
$100 less depreciation of $60 .... $ 8 
10% of $100, being one-half of the 
amount which could have been 
claimed had the provisions of the 
Income War Tax Act remained in 
BE. Neer nenits eee nee tas eas 10 


$18 
A. W. GILMouR, C.A. 
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Annual Meetings of the Institutes 


ELECTION OF OFFICERS 
Alberta 


The 39th annual meeting of the Institute of Chartered Accountants of Alberta was held on 
June 23, 1950. 


The following officers and members of Council were elected for the year 1950-51: 


President: J. L. Kergan 

Vice-Presidents: A. G. Burton, J. M. Tweddle 

Secretary-Treasurer: M. C. McCannel 

Members of Council: A. G. Burton, E. Connelly, J. G. Duncan, A. J. Hamilton, J. L. 
Kergan, L. J. Munn, M. C. McCannel, J. S. Simpson, J. M. Tweddle 

Representatives on the Council of the Dominion Association of Chartered Accountants: 
J. S. Simpson, J. L. Kergan, A. G. Burton 


British Columbia 


The 45th annual meeting of the Institute of Chartered Accountants of British Columbia was 
held on June 28, 1950. 


The following officers and members of Council were elected for the year 1950-51: 


President: W. Grant Ross 

Vice-President: J. E. McIntosh 

Secretary-Treasurer: H. Norman Lunn 

Members of Council: E. A. Campbell, C. V. B. Corbet, G. F. Dunn, E. M. Gunderson, J. 
G. Halpin, J. L. Helliwell, D. R. Lukin Johnston, J. R. A. Kinninmont, J. E. McIntosh, 
J. Lorn McLean, A. M. Reid, W. Grant Ross 

Representatives on the Council of the Dominion Association of Chartered Accountants: 
W. Grant Ross, J. L. Helliwell, J. Lorn McLean 


Manitoba 


The 64th annual meeting of the Institute of Chartered Accountants of Manitoba was held on 
June 28, 1950. 


The following officers and members of Council were elected for the year 1950-51: 
President: S. B. Laing 

Vice-President: William Young 

Secretary-Treasurer: J. A. T. Shelton 

Members of Council for two years: J. W. Abbott, William Aitken, F. L. Green, Daniel 
Sprague, W. D. M. Stewart, H. J. Wookey, William Young 

Representatives on the Council of the Dominion Association of Chartered Accountants: 
S. B. Laing, William Young, J. S. Swinden 


New Brunswick 


The annual meeting of the New Brunswick Institute of Chartered Accountants was held on 
June 29, 1950. 
The following officers and members of Council were elected for the year 1950-51: 


President: G. W. Hudson 
Vice-President: E. A. Mowatt 
Secretary-Treasurer: F. P. Blackmore 
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Members of Council: W. W. Dick, R. S. FitzRandolph, I. E. Laws, J. A. Marven, G. A. 
Oulton, George Smith 

Representatives on the Council of the Dominion Association of Chartered Accountants: 
G. W. Hudson, E. A. Mowatt 


Newfoundland 


The annual meeting of The Institute of Chartered Accountants of Newfoundland was held 


on June 23, 1950. 


The following officers and members of Council were elected for the year 1950-51: 
President: R. Leith 
Vice-President: R. B. Moyse 
Secretary-Treasuret: J. Hyslop 
Members of Council: G. W. D. Allen, H. R. Brooks, C. D. Drysdale, H. J. McDougall, 
G. C. Rowe 
Representatives on the Council of the Dominion Association of Chartered Accountants: 
R. Leith and R. B. Moyse 


Nova Scotia 


The annual meeting of the Institute of Chartered Accountants of Nova Scotia was held on 


June 26, 1950. 


The following officers and members of Council were elected for the year 1950-51: 
President: Harold J. Egan 
Vice-President: Willian. Wood 
Secretary-Treasurer: Robin C. Buchanan 
Members of Council: E. M. Davison, H. R. Doane, R. D. Evans, C. W. Gurnham, G. E. 
Hayman, S. S. MacIntosh, G. L. Peverill, F. L. Silver, J. G. Vickery 
Representatives on the Council of the Dominion Association of Chartered Accountants: 
Harold J. Egan, William Wood 


Ontario 


The annual meeting of the Institute of Chartered Accountants of Ontario was held on 


June 28, 1950. 


The following officers and members of Council were elected for the year 1950-51: 
President: H. E. Crate 
Vice-Presidents: J. A. Wilson, B. A. Armstrong 
Secretary: W. L. L. McDonald 
Treasurer: D. A. Ampleford 
Members of Council: G. W. Benson, W. M. Brace, M. A. Bradshaw, W. I. Hetherington, 
W. T. Millard, G. H. Spence, R. S. Watson, W. F. Williams, J. R. M. Wilson 
Representatives on the Council of the Dominion Association of Chartered Accountants: 
H. E. Crate, J. A. Wilson, B. A. Armstrong 


Prince Edward Island 


The annual meeting of the Institute of Chartered Accountants of Prince Edward Island was 
held on June 16, 1950. 

The following officers and members of Council were elected for the year 1950-51: 
President: W. A. Morrell 
Vice-President: T. E. Hickey 
Secretary-Treasurer: W. G. Thompson 
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Members of Council: J. W. Dixon, T. E. Hickey, P. A. Lawrence, J. R. Leard, R. W. 
Manning, W. E. Massey, W. A. Morrell, B. M. Sears, W. G. Thompson 
Representatives on the Council of the Dominion Association of Chartered Accountants: 


B. M. Sears, T. E. Hickey 


Quebec 


The 70th annual meeting of the Institute of Chartered Accountants of Quebec was held on 
June 28, 1950. 

The following officers and members of Council were elected for the year 1950-51: 
President: Jean Valiquette 
First Vice-President: G. P. Keeping 
Second Vice-President: J. A. de Lalanne 
Honorary Secretary-Treasurer: Jean-Paul Gauthier 
Immediate Past President: C. N. Knowles 
Members of Council for two years: R. R. Bédard, Henri Ferron, C. D. Mellor, S. B. 
Peckham, Cecil Vineberg 
Representatives on the Council of the Dominion Association of Chartered Accountants: 
Jean Valiquette, G. P. Keeping, C. N. Knowles 


Saskatchewan 


The 42nd annual meeting of the Institute of Chartered Accountants of Saskatchewan was 
held on June 24, 1950. 

The following officers and members of Council were elected for the year 1950-51: 
President: S. O. McMillan 
Vice-President: H. S. Moffet 
Secretary-Treasurer: T. H. Moffet 
Members of Council: R. L. Bamford, E. C. Gerry, H. A. Hunt, H. S. Moffet, C. H. Smith, 
F. H. H. Smith, S. O. McMillan, J. H. Thompson, T. R. Wilder 
Representatives on the Council of the Dominion Association of Chartered Accountants: 
S. O. McMillan, E. C. Gerry, H. S. Moffet 
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Professional Notes 


ALBERTA 
Mr. Arthur Maw, C.A. announces the 
opening of an office for the practice of his 
profession at 405-407 Maclean Block, 109 
8th Ave. E., Calgary. 


NEW BRUNSWICK 


New Brunswick Students’ Society 

The annual meeting of the Chartered Ac- 
countants Students’ Society was held recently 
at the officers’ mess of the New Brunswick 
Scottish Regiment in Saint John. Officers 
elected for the coming year are: president, 
J. K. Logan; vice-president, J. F. Lenihan; 
secretary-treasurer, F. M. McCullum. Messrs. 
D. W. Cherry, J. E. Miller, and F. M. G. 
Taylor are members of the general executive. 


ONTARIO 

George A. Touche & Co., Chartered Ac- 
countants, announce that Matthews Brothers 
& Co., Chartered Accountants, 424 Princess 
St., Kingston, will act as correspondents for 
George A. Touche & Co. in Kingston and 
that Mr. O. A. Matthews will act as con- 
sultant to both firms. 


QUEBEC 

Mr. W. J. T. Adamson, C.A. announces the 
admission to partnership of Mr. J. Wesley 
Morrison, C.A. as of June 1, 1950. The 
partnership will practise the profession un- 
der the firm name of W. J. T. Adamson & 
Co., Chartered Accountants, Birks Bldg., 
Montreal. 








The Students’ Department 


J. E. Smyth, C.A., Editor 





NOZTES AND COMMENTS 


ee pros and cons of the granting of 
pensions to employees by some of 
the larger U.S. companies last year have 
now had some time to sort themselves 
out, and we find certain aspects of this 
question quite intriguing. 

The “reserve (or allowance) for em- 
ployees’ pensions” is, as we: have been 
taught, a kind of liability; but since it 
provides for estimated payments most of 
which will not be made in the next 
business year, it is best excluded from 
the current liability section of the bal- 
ance sheet. The account in question is 
charged with actual payments made to 
retired employees and, in theory at least, 
credited each year with the amount nec- 
essary to produce a credit balance ade- 
quate to provide for all future pension 
payments to both presently employed, 
and already retired, employees. The use 
of this account as just described may, 
for convenience, be called the ‘‘actuarial”’ 
method. 

An alternative method is not to set up 
a liability reserve at all, but simply to 
charge the actual pension payments, as 
made, against current revenue. This is 
the “pay-as-you-go” method. It elimin- 
ates the difficult actuarial problem of 
trying to estimate future liability for 
pensions, which liability it has been 
pointed out, may even equal or exceed 
the net worth of many companies! On 
the other hand, the pay-as-you-go method 
obscures, at least in the initial stages, an 
accumulating future liability from year 


to year and this, as we know, can be a 
serious matter. In any case the operat- 
ing results of a company on a “pay-as- 
you-go” basis would not be comparable 
with those of a company which does 
attempt to provide for its estimated fu- 
ture liability for pensions. Furthermore, 
the terms of the contract between the 
company and the labour union may in 
effect dictate the accounting treatment 
and require the actuarial method as a 
means of improving the chances that the 
company will have the cash to make the 
payments required. 

Apart from the accounting problems 
involved, the advantages and disadvan- 
tages for society as a whole of a wide- 
spread adoption of pension plans have 
been much discussed. Most of the plans 
now adopted require contribution by the 
employer only (and none by the em- 
ployee) and the employee can only 
realize his pension by remaining with 
the company in question until he retires. 
This, it is urged, may add to the im- 
mobility of labour since no one will 
wish to leave a job and forfeit the por- 
tion of pension which has accrued in his 
favour; it may mean that people are not 
as likely to find by trial and error the 
work for which they are best suited. On 
the other hand employers may tend to 
retain their workers, perhaps in a less 
strenuous capacity, until they are older 
as a means of getting work out of them 
which would not be forthcoming were 
they retired earlier on pension. 
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For a fuller discussion of most of the 
points mentioned above, we refer our 
readers to two articles: “Pension Plans 
from an Accountant’s Point of View” 
by P. F. Brundage in The Journal of 
Accountancy for January 1950 and “The 
Labour Unions’ Campaign for Pensions’”’ 
by C. H. Curtis in The Canadian Banker 
(Spring 1950). 

er * 

The description of pension plans as 
“contributory” or ‘‘non-contributory’’, 
depending upon whether the employee is 
subject to a wage deduction in respect 
of the plan, is no doubt justified as a 
matter of convenience; but it strikes us 
it may not be a realistic classification 
from a long run point of view. We think 
that in periods when the labour supply 
is adequate the employee may well 
“contribute” anyway through having to 
accept a wage which is lower by virtue 
of the fact that a pension will be forth- 
coming upon retirement. 


During the labour dispute which pre- 
ceded the granting of pensions by U.S. 
steel companies last year, a Presidential 
Steel Fact Finding Board was appointed. 
In its report the Board found that pen- 
sions ‘‘should be considered a part of 
normal business cost to take care of per- 
manent and temporary depreciation in 
human ‘material’ in much the same way 
as provision is made for depreciation 

. of plant and machinery.” In an 
editorial The Journal of Accountancy 
(December 1949) has lashed out against 
this pronouncement: “Every accountant 
knows that depreciation is simply a per- 
iodic charge-off of a cost previously in- 
curred, spreading the cost systematically 
over the useful life of the asset. If the 
quoted analogy were valid, the ‘human 
material’ would have to be bought out- 
right initially and the cost charged off 
against current revenues over the useful 
life of the ‘material’. This is absurd on 
the face of it.” 


PUZZLE 


A son, short of cash, telegraphed to 
his father: 
SE.ND 
MO.RE 


MON.EY 


The father was left to figure out how 
much to send. The problem above is in 
the form of an addition, each letter rep- 
resenting a numeral (from 1 to 9 and 0). 

(Contributed by 
Mr. J. K. Gibson,. Toronto) 


ANSWER TO LAST MONTH’S PUZZLE 


The three thieves stole 79 bananas. 


During the night the first thief took 26 ban- 
anas for himself and also gave one to the 


monkey, so that 52 bananas remained. 


Later, the second thief removed 17 of the 52 
bananas as his share and gave another to 
the monkey so that 34 bananas remained. 


Still later, the third thief removed 11 of the 
34 bananas as his share and gave another 
to the monkey so that 22 bananas re- 
mained. 

In the morning the 22 bananas were divided 
7 to each thief and one to the monkey. 
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CORRESPONDENCE 


Toronto, Ontario 
Sir: “A candidate who was a registered stud- 
ent-in-accounts for six months prior to service 
of at least six months in the armed services 
during the period 1939-1945 is exempt from 
writing Economics” (Ontario Institute rule 
regarding examinations). 

This is the first time I have heard the 
proposition that service in the armed forces 
gives a basic training in economics, although 
I have been told that certain members of 
the forces did a land-office business in for- 
eign currencies while serving in the European 
theatre of war. I should have thought that 


the acquisition of these currencies and their 
subsequent conversion to assets in Canada is 
hardly the type of economics which would be 
particularly useful in the practice of a char- 
tered accountant. I assume, however, that 
the lesson learned is thought to be of value 
and that the point of the exemption is that 
there would be considerable difficulty en- 
countered in finding an examiner with better 
experience than these candidates. 
A “B. Com.” who “man- 
aged” to get 50 marks in 
his C.A. Economics paper 
some years ago 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect of 
course the personal views and opinions of the various contributors. ‘They are designed not 
as models for submission to the examiner but rather as such discussion and explanation of 


the problem as will make its study of benefit to the student. 


presented is cordially invited. 


Discussion of solutions 


PROBLEM 1 


Intermediate Examination, October 1949 
Accounting II, Question 4 (12 marks) 

Hoarse, Sope and Opra are partners in a radio business. There are three stores, each 
under the management of one of the partners, and in addition, Opra manages a service de- 
partment which handles only the work of the three stores. 

The profits of each store are separately calculated and are charged with interest at 6% 
per annum on capital employed. Interest is credited to the general pool. In addition to 
interest, the service department is charged with a salary of $1,200 per annum for Opra’s 


supervision which is credited to his store. 


After interest and salary have been charged, the profit (or loss) of the service department 
is allocable to the stores in proportion to their respective shares in the turnover of this 


department. 


After taking into account the transfer from the service department, the profit or loss of 
each store is divided: 90% to the individual partner in charge of the store, and 10% to a 


general pool. 


The general pool is divided: Hoarse 1/2, Sope 1/3, and Opra 1/6. 

For the year ending 30 June 1949, the following information is given: 
Profit of service department before interest and salary ................ $ 2,400 
Turnover of stores with service department: 


NN i ena ea 
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Capital employed: 


NE I a hn od ENE Ee cor de 5 42,000 
SPN tS FE Ny ee ha Se Oh BU geet hel i 27,000 
MUNI ccrine, fonts eR ee cre aages pees. ascddton a Aacceeseeeeauaeee 18,000 
POE DOU NNINO oa 5oickh cscs bitin, indie bstexelebeseustess 9,000 


Required: 
Show allocation of profit for year ending 30 June 1949. 
Note: Carry all computations to the nearest dollar. 


A SOLUTION 
HOARSE, SOPE AND OPRA 


ALLOCATION OF PROFIT 
for year ended 30 June 1949 


Service General Hoarse Sope Opra 
Pool 
Profit for year ........ ie ae 3 $19,000 $16,000 $11,980 
Service — salary .................... (1,200) 1,200 
Interest — 6% of capital 
employed ............ ee ( 540) 5,760 (2,520) (1,620) (1,080) 
Distribution of service profit. ( 660) 297 220 143 
10% of profits to pool .......... 4,361 (1,677) (1,460) (1,224) 
Distribution of pool ................ (10,121) 5,060 3,374 1,687 
Net profit for year .................. — — $20,160 $16,514 $12,706 
PROBLEM 2 


Final Examination, October 1949 
Accounting III, Question 3 (15 marks) 


Lastin and Furstout operate a retail store as partners sharing profits and losses equally. 
The following is the statement of profit and loss for the year ending 31 Dec 1948: 





ares PT MRI ERI 555 Sus one cae Sovev eas Ped Ne eRe $24,340 
IU MR st yt date athe Os evceenbaceteaeiaiaauncasee oeepeiaseisnes 1,400 
Profit on sale of investments ................... Does SS ater eee 200 
$25,940 
Less: 
Staff salaries . ron eee oy hist bee dB fa a5 a a $ 6,000 
ONRNS 25ooe ceeds ots Sia Ree bs oe ere ae 4,100 
NI ssoe os ots disis : Eis ee eG RUE We ee eee en, eee ae 1,800 
ME vik cs: is eee : ean arses al et cs ceeiost 2,000 
re UNI 2 20sec gs nscidana a= aclneonstend canis 3,000 
Pree ene GN SUMCIOUIEEY 6.5255 artes vei ecssceevssesse 1,600 
Pension fund contributions for employees under 
a NR NRPN IES oe os ce deg sfc anger pas otva es bacdeces een eteeaeteotacs 360 
Pension fund contributions—Lastin ...................:cccccccceeeeseeeeeneee 390 
7 - . ERMINE 52x 5520 caczi Nace tice aeauase 270 
men SUN NINN OUND Sy 0520 ou een sete siee tot sth ean acactxccacarinenseqaceeesosces 1,700 
Moving expenses due to non-renewal of expired lease .............. 500 
Bad Debts: 


ISPORE POOLS) EDUS WEARER ONE noses sec sssistesesicsesscesoees $250 
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Addition to reserve to bring to amount reasonably required 300 
$550 
ies NS OWEN aonb oc dcoes cst scisencscocdecesiacosecesest 170 380 
I en NN uct boa sake onen ti eavealaces 100 
InN Sree 2 he 4,000 
. DIN oS oS to Rs ene chase 3,000 
RPRRR SE WONR WMIPRNRN——IMBENNN acs oy ccsi casesesennasnnsientenyssncssontvneasonss patie 300 
si y ENN ss Sette NE ee 200 
Donations: 
UMN TEE Rees ten eae eee ke ee ae 10 
NU INN coon cee ae, Sed eecend tance Bese 30 
INNIS is fae i I a tinea 50 90 
mR RII TEE NN es reo osc ssm eee cde scususniacstyse seacdedciond« 300 30,090 
NM ce SA hoes NN eg 2 re ae eee bea $ 4,150 








Lastin, a married man with 2 children aged 12 and 17 living at home, has the following 
income in addition to that derived from the partnership: 
SN MU I 50s vas ci escu cho svonslessccansivoniaguemssaviaussdectoners ... $2,500 
SUN UR oF Ne sade acceso snwaenccseQucnasie 1,000 
In January 1948 Lastin transferred to his wife (who has an annual income of $450 
from her father’s estate) 4% interest-bearing bonds of a face value of $10,000. Interest 
is payable on these bonds in June. 
Lastin made charitable donations in his own name to the amount of $350 during 1948. 


Furstout is separated from his wife to whom he makes a monthly payment of $50. He 
has 3 children, ages 10, 14 and 18 at home. His medical expenses for the year 1948 amounted 
to $200. In addition to his income from the partnership, he received $2,000 interest in 
1948 on bonds. 

Required: 

(a) Lastin’s taxable income. 

(b) Furstout’s taxable income. 

In both cases, show how you arrived at your answer. 











A SOLUTION 
Sees ROTA SURCTOTOMNES, OEE BERTOPDE «...<..--...5-<0c00000<0ssscesencsssecseseveseeeeeis $4.150 
Less expenses not allowed: 
Pension fund contributions —Lastin  .....................0.c:cc0eeeceeees ics oe ae 
F m mr MPM 258s labciczscavaniecsise re 270 
Partner's salaries cc Reece rene rae , . 4,000 
7 re Pe. Soe ieces satus, Gestsvaaseee. boa abtincts 3,000 
Interest on capital aeMNI Sos oe costo cres ese eset cath , 300 
w Zs m PRE eaten spscpanh hee she cetonnnxtse 200 
I TU Sc a foe ee ens eee bk atl ce san.cg ean cw th ghoic buavev stewere¥nesa GoeAD wav SOE 90 ~=8,250 
$4,100 
ieee eat its WNP WOE DATO DUMIEINES | oss aise once saconscesssnasensessccscosene 200 
Profit before salaries and interest om capital ...............ccscccsescseseseseseesseeeseseneseees $3,900 
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However, apparently, according to the agreement, Lastin is to receive salary 
of $4,000, plus interest of $300 on capital, and Furstout is to receive salary 
of $3,000 and interest of $200 on capital. Therefore, in distributing income 
of partnership it must be assumed that there is a loss of $3,600 to be shared 
equally. (i.e. $7,500 less $3,900; taxable income — $3,600) Then Lastin’s 
share of partnership income is salary $4,000, plus interest $300, less 14 loss 
$1,800, or $2,500. Furstout’s share of partnership income is salary $3,000, 
plus interest $200, less 14 loss $1,800, or $1,400. 


(a) LASTIN’S TAXABLE INCOME 


NN Se RNIN 9 0.6 0555155 5. Sessessadectee ven eitev eee eree eile 
INIT ICI co Sh Fa a i a Os 8 Jog rages 
PN MIR IIIINE ca cnecesscrisatet exes cl ese es Oe edd ote tirtrn eas 
Interest on bonds transferred to wife — deemed to be Lastin’s ...................... 


Less deductions: 








Charitable donations — ¥ partnership ..................0:ccccceeeeeeteeteeseeeeee $ 45 
NN oie stakes cencescsi scence 350 
Less exemptions — as a matffried man ................cceeeeseeeeereeeees $1,500 
less wife’s income in excess of $250 ..............0..cccceccceeeeeeeee 200 = $1,300 
Chilaten; 1 at SIOO atid: 1 06 S500 ......snscssccssescceccsaconssssineess 400 
Ty I INN oo oa der acg ctccechiccteceass cdeawnceseev de aes ew oes eee 


(b) FURSTOUT’S TAXABLE INCOME 


Semen aehy ANN MNNNEIIE  2255o52 snc, pn hus ovsb chi can eh acuasce coat catsaec a Ges vee dad dsl osaKees 
RU I aia 8h eed es eheec dan ahces ih ea eiendd Seiseenee ieee 


Less separation allowance paid to wife — assuming written separation 
NIN a sacs ccd onss dance cin cadens eI AIR eicd tase eee 


Less deductions: 





charitable donations — 4 partnership ..................::c:ccccceesceeneeeeeeeeeeeeees $ 45 
SN I ee sons eect caren NORE TA OIE $ 200 
less 4% of net taxable income .................::cccccccsssceesseeees 112 88 
gs GpeENS GA! GATE NOD TAN. 55s. cessed adicsateoevncseasienscdicns $1,500 
children, 1 at $100 and 1 at $300 — one 
taken for exemption as married mam ............:cccccccssescesseseeseeeenee 400 
een CII NN 8 ores ic 8 Sr cua sawatisecceaneeterahstupeadenesudsancadinine 
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$2,500 
2,500 
1,000 





$6,400 


395 





$6,005 


1,700 
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PROBLEM 3 
Final Examination, October 1949 
Accounting III, Question 4 (15 marks) 


The following is the trading and profit and loss account of the By N. Cell Co. Ltd. 


for year ending 31 Dec 1948: 


eh 8 i OS sels sinh akedstadevivamlaakansibd ; 
PRNONG MAGEE AUONS ROOD. 556.5... cin ssnses concen es dnsdedssonsysasbeusbaads $ 33,000 
amarante UNITE NORE 6250s oa hase ssessastbdasvopsoundsvonsavveks 358,000 $391,000 
DOR aS OE SBM RN ose cissoccccecctstvescensosezessasesscnsnnees 65,000 
Less reserve for future price decline .........................000. 10,000 55,000 
aR SIRI 9 5 LU ea yA Diva wep ns SnnenkGsausbyinanss boss 
Less expenses: 
NE Ce Ce | $ 49,000 
so es tess cas eS rtuasaetae a sserdinkea pauses 25,200 
NE NNR RN ip lle aah espa zara seopeecismenaesesonceus 2,500 
IRENE 66 52s oe sccce chu oss cae. Sa 9,000 
TD IRINA IIE 5 osc cscs baa cuss abvidscceseenecivyeeeterieees 1,700 
A NIN SoS rset. La scsshsisaesaneins 1,100 
eI PR MERININ  PE ile hhSE ose ass WS ceukesasesnvne 1,100 
Premium on life insurance of president ........................ 600 
I eNO ok cc DoEU asc ssc ccaua ula vesyaubccassceeeses testes 4,200 
Printing, postage and stationery ..................ccccccccecccesseees 5,100 
Depreciation on cars and trucks .00....0........ccccteeceeeeeeee 4,500 
Voluntary bonus not exceeding $25 per person. ............ 400 
Dividends—preferred cumulative ................:ccccccecceseeees 9,000 
Se AS oe a at 4,500 
Bars mad wupectiptioks’ |). 6.2035.. 2A AS Seth. 9,000 
NE ots asc cock veh casue asec ovsesiotics veaneseiciop was 21,000 
I EN i ce Ss SS onc vei us cas sucesvanved 2,000 
PRIN 20) po s25 nS int Se pn cast sess sacicesanvatoesveuscoichen 2,000 
eae ee it, Meat oth eo ci a sty 2,000 
Fine paid under Wartime Prices and Trade Board ........ 2,400 
Executive salaries as per T4 return ...............:cesceeseeeees 37,000 
Compensation to widow of employee killed on duty .... 3,000 
Annual allowance to retired employees .......................... 1,200 
Contributions to approved pension plan: 
PRRROUIAN OURERIMINNON nncssnscsscscdanpnnssvesssetestaxdoeteraant $ 4,000 
Lump sum payment in respect of past service ........ 29,000 33,000 
NNN Pi RIM 553 <2 na op eee ac rus duke cdcvnekbacdetessassetses 10,400 
I I Ee te el ee es mca 6,000 
eel I WS I i acs Ssncvsnsspeacessnvcecdestacavgnsaadl 2,700 
ROARED EAU ROMA WODIIS ns ccn sone tenssvusscgdbusscceves bPantcde cobs 3,200 
PEOVISIN TOE OTE RENGHES — ............ccceneseisessonnsscdenissebvias 15,000 
MAGEE OF SUDBIMIMY-COMADONY .......5.00.0.0cscc.sa5ccasssecscessveonace 6,000 


$780,000 


336,000 


$444,000 


273,800 


$170,200 





} 


aeons 





a 
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Add sundry income: 
ee SO SE 9. Bs Et SE ass 2,400 
Dividends received from Canadian companies ................ 5,700 
Interest on Dom. of Can. Bonds .................::ccccsscceeseeeeee 3,000 
eat en NE NE. 0A eddies Ae cde eos 600 11,700 
Vet gone far te’ Flee ae a. $181,900 


Required: 
A reconciliation of the 1948 taxable income of the By N. Cell Co. Ltd. with the net 
profit for the year as recorded. 


A SOLUTION 
BY N. CELL CO. LTD. 


TAXABLE INCOME 
for year ending 31 Dec 1948 


OE EE Be Pe SN a 5a scan cacti ebe se csnccenvccisnaredpirevs $181,900 
Add expenses not allowed: 
RS ahs lass Sesecacasysa te cnasagesese By ia hsws octastesbeeecedesis $ 10,000 
eens ee EU MN 55 ses oda bss Nesters Soca viewatb anid cdevnevengstbvnts 600 
SOU TN 0 ei Se sone oh aus ead extn sighs esaara eee 400 
RM I riensa cis ccp cst ssst sk des ioc hve sgh poses Ph sees canoes 9,000 
a pM Sait an hh ease ds cane Ania: si taneiycat. ke 4,500 


Legal—prosecution—costs of defending action, probably the one 
resulting in fine under the Wartime Prices & Trade Board 


NI UNNI 5 oe easy eh aie veg atta ee uegi RT ASS 2,000 

NE ee are rare inc ein ans bh Co rth on eines ea teat aditeas 2,400 

“Lump sum pension payment for part services ...............0cceccceeeees 26,100 

Bo aR Sila tel et a gO nes 6,000 

i NO I OI oi ge ir kasioek tpi ever ence enip ened ; 2,700 

PURER ROE MINNIE ooh Ses csccs sek cosiiiesasssessinsssnsnanessoessnsosooss 15,000 
EGG OE SUD EMAEANY COMIN 652. . R ae R0I BEIGRE 6,000 84,700 
$266,600 

Deduct: 

OLAS? 216 cP A A RR BE RR BS 5,700 
ERE AM IN. SIN eR dR SR RSS $260,900 





* Pension—90% of lump sum payment to be claimed in following 9 years 


PROBLEM 4 
Final Examination, October 1949 
Accounting III, Question 5 (9 marks) 
Explain briefly how each of the following items would be dealt with in determining 


the taxable income of the recipient: 
(a) Stock dividend of 3% declared to shareholders of XYZ Co. Ltd. received by J. Smith. 
(b) Stock dividend of 3% declared to shareholders of XYZ Co. Ltd. received by Jones 


Co. Ltd. 
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50 shares of common stock of XYZ Co. Ltd., par value $100, received by J. 
Brown in consideration for invoice of $4,700 for plumbing services rendered. 
Winding up dividend of $60 received by W. Wrong in settlement of account of 
$100 owing to him by bankrupt company. 

Winding up dividend of $120 received by D. Right in respect of his shares of 
par value of $100. 

Premium on redemption of preferred shares received by F. N. Guy. 


A SOLUTION 


Dividends are income in hands of recipient to the extent of the recipient’s pro- 
portionate share of surplus capitalized. 

As in (a) except that limited companies do not pay tax on dividends received 
from other Canadian companies paying tax under the Act. 

Brown would treat 50 shares as being worth $4,700, payment for services, unless 
he could establish a lower value was attributable to the shares. 

The $60 would go to reduce the amount of the account receivable outstanding and 
the remaining $40 would be written off as a bad debt and would enter into the 
determination of income. However, if the debt had been previously written off by 
W. Wrong, the $60 dividend would be treated as income. 

The proportion of the $120 that was Right’s share in the undistributed income of 
the company, for tax purposes, would be regarded as income in Right’s hands. 
The premium would be regarded as income of F. Guy. 

In (a) and (e) the 1949 amendments make provision for reduction in tax payable 
of 10% of the dividends received on the junior shares of a company. 


PROFESSOR PATON ON CONSERVATISM IN ACCOUNTING 


“|. and when an accountant has no real argument to advance that’s always his last word: 
‘It isn’t conservative’. That's a term we've been using for years to squelch upstarts who 
make any suggestion to the effect that there are some serious limitations in the accounting 
process as conventionally handled. Most of the folks that throw this word at you don’t 
even know what they mean by it. It has become a mystic phrase, useful for the purpose 
of stopping all discussion. In view of the statements I have made elsewhere on this subject 
it is hardly necessary for me to say here that I consider the brandishing of this term as 
a means of settling accounting questions very silly. I am all for stressing competence, 
carefulness, integrity, good judgment, and so on in the field of accounting, but I certainly 
wish that we would abandon reliance on ‘conservatism’. If conservatism means — as it 
generally seems to — minimizing, scaling down, subtracting, it obviously has no force as 
a standard or basic consideration to which to refer accounting problems.” 

—W. A. PATON in The Journal of Accountancy, January 1950 





m 


